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Proposed Definitional Changes 
in Reorganizations 


EDWARD J. GREENE 


i, pane is now in the hands of the House Ways and Means Com- 
mittee a proposed bill to amend many of the sections in Subchapter 
C of the 1954 Code. In the area of definitions relating to corporate 
reorganizations, section 368(a) (1), the proposed bill offers amend- 
ments which would alter statutory concepts that have stood for 
nearly twenty-five years. The purpose of this paper is to examine 
the various parts of the proposed definition of a reorganization 
against a background that includes the law as it was before the 1954 
Code and as it is today. To the extent that related matters, such as 
treatment of boot and basis problems, bear directly on the defini- 
tional problem, they are also discussed. 


A-Typs REORGANIZATIONS 


Since 1934, the A-type reorganization has been a ‘‘statutory mer- 
ger or consolidation.’’ ? Before then, (A) reorganizations were sim- 
ply ‘‘mergers or consolidations.’’ * The words ‘‘statutory merger or 
consolidation’’ refer to a merger or consolidation effected pursuant 
to the corporation laws of the United States, or a state, or a terri- 


Epwarp J. GREENE (LL.B. 1955, Dickinson School of Law; LL.M. in Taxation 1958, 
New York University School of Law) is a member of the Pennsylvania Bar and an associ- 
ate of Eckert, Seamans & Cherin, Pittsburgh, Pennsylvania. 

1 Section 26 of a Proposed Bill to Amend Certain Provisions of the Internal Revenue 
Code of 1954 with Respect to Corporate Distributions and Adjustments (hereafter referred 
to as ‘‘ Proposed Bill’’). The Proposed Bill was prepared by the Advisory Group on Sub- 
chapter C, on Dec. 24, 1957, received by the Subcommittee on Internal Revenue Taxation, 
and transmitted to the House Ways and Means Committee. 

2 Revenue Act of 1934, Sec. 112(g) (1) (A), 48 Star. 705. The identical provision ap- 
peared in the Revenue Acts of 1936, 49 Stat. 1681, and 1938, 52 Srar. 489, and in the 
Internal Revenue Code of 1939, 53 Srar. 40, in section 112(g) (1) (A), and appears in the 
Internal Revenue Code of 1954 in section 368 (a) (1) (A). 

3 These pre-1934 (A) reorganizations had, following the words ‘‘ mergers or consolida- 
tions,’’ a parenthetical clause which included the stock for stock and properties for stock 
reorganizations, types which became what we know now as (B) and (C) reorganizations. 
In this primitive form, (A) reorganizations were defined in the Revenue Act of 1921, sec- 
tion 202(c) (2), 42 Srav. 230; in the Revenue Acts of 1924, 43 Srar. 257, and 1926, 44 
Stat. 14, they were defined in section 203(h) (1) (A) ;. in the Revenue Acts of 1928, 45 
Sra. 818, and 1932, 47 Star. 198, they appeared in section 112(i) (1) (A). 
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tory, or the District of Columbia.* Unfortunately, the corporation 
laws of the various jurisdictions differ, some allowing mergers or 
consolidations on liberal terms, others being more stringent, and in 
one case allowing none at all.* In the latter groups, reorganizing cor- 
porations are left to qualify for tax purposes under the remaining 
clauses of section 368(a) (1), which have strict and definite require- 
ments for qualification. 

It has been proposed that statutory mergers and consolidations 
be abolished as a separate category of reorganization.® The obvious 
aim is to achieve uniformity in an area where, other things being 
equal, similar tax results should apply to corporations in similar sit- 
uations.” 

The words ‘‘statutory merger or consolidation’’ are not lost to 
the proposed section 368(a)(1) however. They appear as integral 
parts of the proposed (C) and (D) reorganizations.* Their appear- 
ance there, at least in the case of the proposed (C) reorganization, 
is to make applicable to statutory mergers and consolidations the 
new ideas that have been put forth on the matter of continuity of in- 
terest.® As a general proposition, the continuity-of-interest require- 
ment has long been applicable to (A) reorganizations both before *° 


4 Reg. Sec. 1.368-2(b) (1955). 

5 The State of Alaska is the only jurisdiction that presently has no statutory provi- 
sions on mergers or consolidations. Among the rest that do there are variations. In New 
Jersey and New Mexico, for example, only corporations engaged in the ‘‘same or similar’’ 
business may merge or consolidate. In Massachusetts mergers are allowed only when the 
constituent corporations are engaged in similar businesses, with the corporate directors 
having the power to effectuate the merger without the consent of the stockholders. Aside 
from substantive differences between the states, there are variations in requirements of 
stockholder assent to a merger or consolidation. Some require a majority, others two-thirds, 
still others three-fourths; further, these varying percentages are applied in some cases to 
only voting stock, in others to all classes of stock. All these varying laws are gathered for 
comparison in CORPORATION MANUAL § 46 (1957). 

6 Report on Corporate Distributions and Adjustments to Accompany Subchapter C Ad- 
visory Group Amendments 61 (Dec. 24, 1957), hereafter referred to as ‘‘ Advisory Group 
Report.’ 

7*¢, .. there should be no difference in tax treatment of reorganization transactions de- 
pending upon whether it is possible under local law to consummate them by a statutory 
merger or consolidation, or whether they must be carried out by an exchange of stock for 
properties or an exchange of stock for stock.’’ Advisory Group Report 61. 

8 Section 26, Proposed Bill, § 368(a)(1)(C) and (C) (ii) and (a) (1)(D) and (D) (ii). 

9 Advisory Group Report 61. This new approach to continuity of interest is discussed 
more fully under B-TYPE REORGANIZATIONS, pp. 161-163 infra. 

10 Pinellas Ice and Cold Storage Co. v. Comm’r, 287 U.S. 462 (1933), decided under 
Revenue Act of 1926, Sec. 203(h) (1) (A), 44 Star. 14; Cortland Specialty Co. v. Comm’r, 
60 F.2d 937 (2d Cir. 1932), cert. denied, 288 U.S. 599 (1933) ; Helvering v. Minnesota Tea 
€o., 296 U.S. 378 (1935); G & K Manufacturing Co. v. Helvering, 296 U.S. 389 (1935) ; 
Helvering v. Watts, 296 U.S. 387 (1935); John A. Nelson Co. v. Comm’r, 296 U.S. 374 
(1935) ; LeTulle v. Scofield, 308 U.S, 415 (1940). 
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and after “ the creation of a separate statutory slot for them.” It 
was a judicially constructed requirement, however, which of neces- 
sity was less than precise. As envisaged by the Advisory Group, the 
continuity-of-interest doctrine would continue to apply to statutory 
mergers and consolidations, but the contours of that principle will 
be defined by statute.™* 

The tax treatment of a corporate readjustment that qualifies as a 
proposed (C) or (D) reorganization, but which may or may not 
qualify as a statutory merger or consolidation, will be considered in 
detail later. Suffice it to say here that under the proposed amend- 
ment it will still be of considerable importance whether the corpo- 
rate readjustment qualifies under local corporation law. As there 
are still variations on the local level, there would still be variations 
on the federal income tax level.'* Uniformity as a goal is only half 
reached. 

What is today the F-type reorganization would fill the gap left 
by the proposed deletion of statutory mergers or consolidations as a 
separate reorganization category.4* Such a rearrangement is in- 
tended to retain the familiar lettering of (B), (C), (D), and (E) re- 
organizations.*" 


B-T ype REorRGANIZATIONS 
BacKGROUND 


Prior to 1934 a stock for stock reorganization, viz., what has since 
become the (B) reorganization, was simply one part of a parenthet- 
ical addendum describing a merger or consolidation.’® Since these 
early statutes referred only to the acquisition of stock by a corpora- 
tion, but made no reference to the consideration which might pass 


11 Roebling v. Comm’r, 143 F.2d 810 (3d Cir. 1944), cert. denied, 323 U.S. 773 (1944) ; 
Comm’r vy. Estate of Gilmore, 130 F.2d 791 (3d Cir. 1942) ; Southwest Natural Gas Co. v. 
Comm’r, 189 F.2d 332 (5th Cir. 1951), cert. denied, 342 U.S. 860 (1951); Erie County 
United Bank, 21 T.C. 636 (1954). 

12 See note 4 supra for statutes defining (A) reorganizations prior to the creation of a 
separate category for statutory mergers or consolidations. 

18 See notes 8 and 9 supra. 

14 See discussion of proposed (C) and (D) reorganizations, pp. 174-183 ; 192-200 infra. 

15 I.R.C. § 368(a) (1) (F) (1954): ‘‘a mere change in identity, form, or place of organ- 
ization, however effected. ’’ 

16 Section 26, Proposed Bill, § 368(a) (1) (A). 

17 Advisory Group Report 61. 

18 Section 203(h) (1) (A) of the Revenue Act of 1926, 44 Star. 14, affords a typical ex- 
ample. It provided that a reorganization means ‘‘.. . a merger or consolidation (including 
the acquisition by one corporation of at least a majority of the voting stock, and at least 
a majority of the total number of shares of all other classes of stock of another corpora- 
tion....’? 





158 TAX LAW REVIEW [Vol. 14: 


from it, a purchase for cash literally qualified as a tax-free reorgan- 
ization, provided only the requisite percentage of shares were ob- 
tained by the acquiring corporation. To avoid this result the courts 
grafted the continuity-of-interest test on reorganizations under pre- 
1934 law.’® The judicial development of this principle got as far as 
requiring the transferor to obtain a ‘‘definite and substantial inter- 
est in the purchaser.’’ *° Thereafter, the question of what consti- 
tuted a ‘‘definite and substantial’’ interest in a (B) reorganization 
was foreclosed to the courts by Congress. Beginning in 1934 the Rev- 
enue Acts defining (B) reorganizations had a ‘‘built-in’’ continuity- 
of-interest requirement. The test was satisfied if the shareholder of 
the corporation being acquired received solely voting stock from the 
acquiring corporation.” So put, emphasis was laid on the nature of 
the consideration that passed, not the size of the interest the trans- 
ferring shareholder retained in the acquiring corporation. The 
amount of stock the acquiring corporation has had to obtain in the 
reorganization has varied. Before 1934, it was a majority of all 
classes of stock; *? after 1934 and up to the 1954 Code, 80 per cent of 
all classes of stock had to be obtained by the acquiring corporation ;** 
since the enactment of the 1954 Code the acquiring corporation must 
obtain ‘‘control’’ ** of the corporation being acquired, whether or 
not control existed before the exchange.”® 

The present frame of reference in deciding whether a given trans- 
action qualifies as a (B) reorganization is thus entirely at the level 
of the acquiring corporation. It must (1) give up its voting stock as 
the sole consideration for the stock it is acquiring, and (2) obtain 


19 See note 10 supra. 

20 Helvering v. Minnesota Tea Co., 296 U.S. 378, 386 (1935). 

21 Revenue Act of 1934, Sec. 112(g) (1) (B), 48 Strat. 705: ‘‘the acquisition by one cor- 
poration in exchange solely for all or a part of its voting stock: of at least 80 per centum 
of the voting stock and at least 80 per centum of all other classes of stock of another cor- 
poration. ...’’ Sections 112(g)(1)(B) of the Revenue Acts of 1936, 49 Star. 1681, and 
1938, 52 Stat. 489, and the Internal Revenue Code of 1939, 53 Stat. 40, were essentially 
the same. 

22 See note 18 supra. 

28 See note 21 supra. 

24 Control is defined in section 368(¢) (1954) as ownership of at least 80 per cent of all 
voting stock and at least 80 per cent of all other classes of stock. 

25 Parenthetical clause of I.R.C. § 368(a)(1)(B) (1954), also Reg. Sec. 1.368-1(c) 
(1955). This change, i.e., allowing control to precede or immediately follow a given acquisi- 
tion, changed the 1939 law. Under that law, if at any time in the past the acquiring corpo- 
ration had obtained more than 80 per cent of the stock of the corporation being acquired, 
it was impossible to qualify as a (B) reorganization thereafter. See Advisory Group Re- 
port 64. 
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control of the acquired corporation.” Thus, where the acquiring cor- 
poration in addition to its voting stock gives up non-voting pre- 
ferred stock,”’ warrants to subscribe to stock,?* mortgage bonds,” or 
where it pays off debts of the corporation being acquired as part of 
the consideration for the transfer,” it has been held no (B) reorgan- 
ization was achieved because voting stock alone was not given up. 
Even where the acquiring corporation obtained more than 80 per 
cent of the acquired corporation’s stock in return for its own voting 
stock, but in the same transaction acquired the remaining shares for 
cash, the presence of the cash disqualified the exchange as a (B) 
reorganization.** 

Ina (B) reorganization, the parties to the exchange are the share- 
holders of the corporation being acquired and the acquiring corpo- 
ration. Any definition of a (B) reorganization which makes its oper- 
ation depend on what only one party does was bound in time to lead 
to what may be fairly called inequitable results. In the Hubert E. 
Howard case,” the acquiring corporation gave up its voting stock 
in exchange for over 80 per cent of the stock of the corporation it 
wished to acquire. Because some shareholders were unwilling to ac- 
cept stock of the acquiring corporation, they received cash for their 
shares. The taxpayer before the Court had received only voting 
stock on the exchange. Nevertheless, the cash was held to eliminate 


26 The control must be direct. Thus, where Y corporation owns all the stock of Z corpo- 
ration, and Z in turn owns more than 20 per cent of the stock of X corporation, and Y (the 
parent) acquires the remaining stock of X, ¥ was held not to have control of X, although 
through its ownership of Z, Y indirectly owned all of X’s stock. Rev. Rul. 56-613, 1956-2 
Cum. BULL. 212. 

27 Barker v. United States, 200 F.2d 223, 230 (9th Cir. 1952). 

28 Helvering v. Southwest Consolidated Corp., 315 U.S. 194 (1942); Pressed Steel Car 
Co., Ine. v. Comm’r, 3 TCM 868 (1944), aff’d per curiam, 152 F.2d 280 (3d Cir. 1945), cert. 
denied, 328 U.S. 838 (1946). 

29 Stoddard v. Comm’r, 141 F.2d 76 (2d Cir. 1944). 

30 John G. Clock, 46 B.T.A. 1065 (1942). 

31 Hubert E. Howard, 24 T.C. 792 (1955), rev’d on another ground, 238 F.2d 943 (7th 
Cir. 1956). See, however, Stockton Harbor Industrial Co. v. Comm’r, 216 F.2d 638 (9th 
Cir. 1954), where the acquiring corporation paid cash to a shareholder of the acquired cor- 
poration, not for his stock, but to pay off a debt the acquired corporation owed the trans- 
ferring shareholder. The Court stressed the fact that the obligation existed apart from the 
reorganization in holding that the cash did not vitiate the (B) exchange. In Southland Ice 
Co., 5 T.C. 842 (1945), cash was received by a non-assenting security holder, but it came 
from the corporation being acquired, not the acquiring corporation. Though presumably 
part of the over-all plan of reorganization, it was held the cash did not disqualify the tax- 
free status of the exchange. 

32 Hubert E. Howard, 24 T.C. 792 (1955), rev’d on another ground, 238 F.2d 943 (7th 
Cir. 1956). 
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the entire transaction from qualifying as a (B) reorganization.* 
If the perennial rationale for the tax deferred status of a corporate 
readjustment means anything, i.e., that a continuing economic and 
proprietary interest changing only in form is not a sufficiently de- 
finitive event to merit immediate taxation, it would appear its ele- 
ments were present in the Howard case. The result is that under the 
present statutory scheme dissenting shareholders of the corpora- 
tion being acquired who demand cash for their minor interests can 
presumably always prevent a tax-free (B) reorganization. Of 
course, the dissenters could be bought out first, and the stock-for- 
stock exchange could follow thereafter, the last transaction qualify- 
ing as a (B) reorganization. Aside from the non-tax considerations 
that might militate against such a plan, the parties would be left to 
knocking on wood or crossing fingers, the Commissioner being al- 
ways able to claim the two steps were part of a unified plan and that 
taken together do not qualify as a (B) reorganization.* 


Tue Proposep AMENDMENT * 
A. GENERAL 


As proposed, any incipient (B) reorganization would be viewed 
from both the level of the acquiring corporation and the level of the 


33 Ibid. Both the Tax Court and the Court of Appeals for the Seventh Circuit were agreed 
on this point. However, the Court of Appeals reversed by reasoning that although there was 
no reorganization, but for the presence of caslt there would have been. Since the 1939 Code 
antecedent of section 356(a)(1)(A) of the 1954 Code taxed boot in an exchange that was 
otherwise tax-free under the precursor of section 354 (1954), and since the taxpayer before 
the Court had received no boot, the Court concluded that as to him the exchange was not 
taxable. The Proposed Bill would foreclose this line of reasoning by making the boot tax- 
ing provisions turn in the first instance on the presence of a reorganization. Section 356 (a) 
(1) (A) (1954) would be amended by adding the words ‘‘ pursuant to a plan of reorganiza- 
tion’’ (Section 21, Proposed Bill). See also Advisory Group Report 53. The result of the 
Howard case is retained in the Proposed Bill by relaxing the requirements of qualification 
as a (B) reorganization. See discussion pp. 161 et seg. infra. 

34 The so-called ‘‘step transaction’’ doctrine. The problem was perhaps more acute under 
the 1939 Code, where in a (B) reorganization ‘‘creeping control’’ was not provided for. 
Barker v. United States, 200 F.2d 223, 231 (9th Cir. 1952). Since section 368(a) (1) (B) 
of the 1954 Code allows an acquisition to be tax-free so long as the acquiring corporation 
has control thereafter (regardless of whether it existed prior to the exchange), it is argu- 
able that the step-transaction doctrine as to (B) reorganizations was eliminated. Reg. Sec. 
1,368-2(¢) (1955) allows for the acquisition of control in a ‘‘single transaction or in a 
series of transactions taking place over a relatively short period of time such as twelve 
months.’’ This leaves the situation sufficiently hazy to give the exchanging parties pause 
where the two steps are less than a year apart. 

35 Section 26, Proposed Bill, § 368(a) (1): 

‘*(B) a transfer by a shareholder of one corporation of stock of such corporation to 
another corporation if— 
‘* (i) 50 percent or more of the consideration received by the shareholder in exchange 














1959] PROPOSED DEFINITIONAL CHANGES IN REORGANIZATIONS 161 


shareholders of the corporation being acquired. On the shareholder 
level, each one would be viewed individually ; if he receives at least 
50 per cent of his consideration in stock of the acquiring corporation 
(the percentage measured against the fair market value of the stock 
he is surrendering), then as to him there has been a (B) reorganiza- 
tion,** subject to the contingency that the acquiring corporation 
have control of the corporation being acquired after the acquisition 
or get it within six months thereafter.*" It will be noted that the 
transferring shareholder must receive only 50 per cent of his con- 
sideration in stock of the acquiring corporation. Non-voting stock 
is thus acceptable. Further, it is proposed to make ‘‘stock’’ include 
rights to acquire stock,** thereby changing a rule that has stood for 
almost two decades.*® 


B. Tue TRANSFERRING SHAREHOLDER 


1. Non-voting stock, or rights to acquire stock as satisfying the 
continuity-of-interest test. When Congress decided to make the sole 
consideration that could pass from the acquiring corporation to the 
transferring shareholder consist of the former’s voting stock, it 
placed the emphasis on the nature of the consideration in deciding 
whether the continuity-of-interest principle was satisfied. From the 
transferring shareholder’s standpoint, the test was met if he re- 
ceived solely voting stock of the acquiring corporation. The pro- 
posed amendment would reduce to 50 per cent the minimal part of 
the consideration that must consist of stock of the acquiring corpo- 
ration. In the days before Congress narrowed what could pass as 
consideration, the courts were satisfied that the continuity-of-inter- 
est test was met where 50 per cent of the consideration was in stock 
of the acquiring corporation. If it is admitted that 50 per cent is a 
safe figure to enable the retention of a continuing interest in the 


for such stock, measured by fair market value, consists of stock of the acquiring corpora- 
tion, and 

‘¢ (ii) the acquiring corporation is in control of the other corporation immediately 
after the acquisition, or acquires such control within six months after the acquisition ;’’ 

36 Section 26, Proposed Bill, § 368(a) (1) (B) (i). 

37 Id. § 368 (a) (1) (B) (ii). 

38 Id. § 368(d): ‘‘For purposes of this part the term ‘stock’ includes rights to acquire 
stock.’’ 

39 See note 28 supra. 

40 In Helvering v. Minnesota Tea Co., 296 U.S. 378 (1935), stock of the acquiring corpo- 
ration made up approximately 55 per cent of the consideration. It was held that the con- 
tinuity-of-interest test was satisfied. In Schweitzer and Conrad, Inc., 41 B.T.A. 533 (1940), 
a little over 50 per cent of the consideration was in stock of the acquiring corporation. 
Here, too, the continuity-of-interest test was held satisfied. 
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transferring shareholder, it becomes largely a policy question as to 
where between 50 and 100 per cent the magic number will lie. 

But as to that 50 per cent (assuming it is acceptable for continu- 
ity-of-interest purposes) being made up of non-voting stock or 
rights to acquire stock, different problems arise. As classically 
stated, the continuity-of-interest doctrine is satisfied if the trans- 
feror shareholder retains a ‘‘definite and substantial’’ interest in 
the acquiring corporation.* By emphasizing the nature of the con- 
sideration rather than the relative magnitude of the retained inter- 
est (which would go to the question of how ‘‘substantial’’ the in- 
terest is), Congress has largely deleted the word ‘‘substantial’’ 
from the continuity-of-interest doctrine. 

A (B) reorganization is achieved today if the transferring share- 
holder receives only voting stock in the acquiring corporation, even 
though that voting stock represents only a fractional part of one per 
cent of the acquiring corporation’s outstanding stock.** Since this is 
so, one can easily join the Advisory Group in wondering why so 
much emphasis has been placed on the existence of voting rights. 
Voting stock becomes a factor only when there is enough of it in the 
hands of the transferring shareholders to have some effective voice 
in the conduct of the acquiring corporation’s affairs. But Congress 
has decided that a substantial interest in the transferee corporation 
is not necessary.** That being so, any continued emphasis on voting 
stock as consideration is inherently contradictory. And when this 
once-important difference between voting and non-voting stock is 
erased, logic compels the conclusion that to meet the continuity-of- 
interest test as presently concepted non-voting stock does the job as 
well as voting stock. As an economic matter, non-voting stock repre- 
sents as much as does voting stock ownership of the assets of the 
acquiring corporation.** Non-voting stock bears its share of the busi- 
ness risks of the corporate venture, albeit in a ratio inverse to the 
amount of equity represented by the common stock.** Courts have 
recognized these truisms in holding that preferred non-voting stock 


41 See note 20 supra. 

42 See H.R. 8300, 83d Cong., 2d Sess. 359 (1954). This provision, rejected by the Senate, 
would have required the transferring shareholders to own, after the exchange, at least 20 
per cent of the then outstanding stock of the acquiring corporation, except in the case of 
certain publicly-held corporations. The Advisory Group considered this possibility anew but 
decided against it. The Group did feel, however, that further consideration might be given 
to the problem as a policy matter. Advisory Group Report 63. 

483 Ibid. 

44 Advisory Group Report 62. 

45 Ibid. 
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is sufficient for continuity-of-interest purposes.** Reason and prece- 
dent are on the side of the Advisory Group in their proposal to allow 
the required stock consideration to include non-voting stock.* 

Neither reason nor precedent however buttress the Advisory 
Group’s suggestion that rights to acquire stock be made equal to 
stock for continuity-of-interest purposes. The erasure of the word 
‘‘substantial’’ is a fait accompli. It does not follow that the wo1d 
‘¢definite’’ must be struck as well. That, however, would be the result 
if rights to acquire stock were made stock equivalents. Such rights 
are expectancies; they may lapse, be sold, or be subject to any of 
several contingencies. While unexercised, they represent neither 
continuity with nor an interest in the acquiring corporation. On this 
basis, the cases have never accepted rights to acquire stock as a stock 
equivalent.** Any definiteness that a right to acquire stock might 
have in the interests of the acquiring corporation is in suspense. It 
is true that interest might ripen into definiteness when exercised, 
but in the meantime there has been a sufficient hiatus in the continu- 
ing economic and proprietary interest of the transferring share- 
holder to render the transaction taxable. The Advisory Group of- 
fered no comments on this problem of stock warrants satisfying the 
continuity-of-interest test. One would think that the problem mer- 
ited some discussion. 

2. The remaining consideration—bailout possibilities. Since as 
proposed only 50 per cent of the consideration moving from the 
acquiring corporation to the shareholders of the corporation being 
acquired need be stock of the former, boot problems are created 
which do not exist under current (B) reorganizations. The general 
treatment under the 1954 Code is that if there is a reorganization, 
but part of the consideration for the exchange is money or property 


46 Of necessity, these had to be cases construing the pre-1934 statutes. See, for example, 
Schweitzer and Conrad, Inc., 41 B.T.A. 533 (1940), and John A. Nelson Co. v. Helvering, 
296 U.S. 374 (1935). In Groman v. Comm’r, 302 U.S. 82 (1937), the presence of preferred 
stock as part of the consideration did not even draw comment from the Court on the matter 
of continuity of interest. See also Reg. Sec. 1.354-1(e) (1955). 

47 ‘Reason’? in this sense is used within the presently accepted conceptual boundaries 
of continuity of interest. There is responsible opinion, however, which suggests that even 
where all the consideration moving from the acquiring corporation consists of its voting 
stock, this is not enough to extend tax deferred status in a (B) reorganization; non-recog- 
nition should not apply to those transferring shareholders who receive voting stock in 
widely-held corporations whose stocks are traded in daily on the major exchanges. The 
theory here is that when shares received are so nearly equal to cash (the equality deriving 
from the ease with which they can be sold at an easily determined market value), economi- 
cally there is no basis to defer taxation on their receipt. This hypothesis is argued in 
Hellerstein, Mergers, Taxes and Realism, 71 Harv. L. Rev. 254 (1957). 

48 See note 28 supra. 
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other than that allowed, then any gain realized will be recognized to 
the extent of the boot, and loss will never be recognized.*® 

The Advisory Group would overhaul the boot provisions of cur- 
rent law. Briefly, the suggestion is that where boot property accom- 
panies the distribution of non-recognition property, i.e., stock or se- 
curities, then no gain or loss will be recognized, even to the extent of 
any realized gain represented by boot. However, the boot will be 
taxed apart from the gain realized as though it were a corporate dis- 
tribution apart from the reorganization.™ 

Assuming for the moment the applicability of these changes to the 
proposed (B) reorganization, their effectiveness is clear.*' Under 
current law as applied to (C) and (D) reorganizations, only so much 
of the realized gain as is represented by boot may be taxed either as 
a dividend or as gain from the sale or exchange of a capital asset. 
The proposed amendment would treat the entire boot distribution 
as if there were no reorganization and tax it as a normal corporate 
distribution. Thus, if it had the effect of a dividend, the distribu- 


49 I.R.C. §§ 356(a) and 361(b) (1954). 

50 Section 21, Proposed Bill, § 356: 

‘* (a) Exchanges of Stock and Securities— 

*€(1) General Rule. If— 

**(A) section 354 would apply to an exchange made pursuant to a plan of reorgan- 
ization (other than a reorganization under section 368(a)(1)(D) ..., but for the fact that 

**(B) the property received in the exchange consists not only of property permitted 
by section 354 ... to be received without the recognition of gain or loss but also of other 
property or money, : 
then no gain or loss shall be recognized to (and no amount shall be includible in the income 
of) the recipient except to the extent provided in subsection (b).... 

**(b) Exception.— 

*€(1) Other Property or Money Received in Exchange for Stock.— 

**(A) Distributions Having Effect of Dividends, Redemptions of Stock, or Partial 
Liquidations.—So much of such other property or money received in exchange for stock 
as— 

‘¢ (i) has the effect of a distribution of a dividend shall be treated as a dividend 
to the recipient as provided in section 301, but in an amount not in excess of the recipient’s 
ratable share of the undistributed earnings and profits of the corporation referred to in 
section 316(a) (1) or (2); 

*¢ (ii) has the effect of a distribution in redemption of stock under section 302(b) 
shall be treated as a distribution to the recipient as provided in section 302(a) ; and 

‘¢ (iii) has the effect of a distribution in partial liquidation under section 346 shall 
be treated as a distribution to the recipient as provided in section 331(a) (2) and (b).... 

*¢(B) Remainder of Other Property or Money Received in Exchange for Stock.— 
The remainder, if any, of such other property or money received in exchange for stock shall 
be treated as a distribution to which section 301(c) (2) and (3) applies.’’ 

51 Advisory Group Report 63. 

52 See I.R.C. § 356(a)(1) and (2) (1954). But consult Reg. Sec. 1.301-1(1) (1955), 
which purports to accomplish what the proposed amendment would, that is, make the distri- 
bution subject to the rules of section 301 independently of the existence of a reorganization. 

53 Advisory Group Report 54-55. 
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tion would be taxed under the rules of section 301 quite apart from 
the amount of gain realized by the transferring shareholder on the 
exchange.™ This reference to section 301 is complete. That is that 
part of the distribution which does not have the effect of a dividend 
will go to reduce the basis of the transferring shareholder’s stock 
and beyond that will be taxed as gain from the exchange of a capital 
asset.*5 

The Advisory Group would not stop with possible dividend treat- 
ment of a given distribution. If it has the effect of a distribution in 
redemption of stock, the redemption rules of section 302(a) gov- 
ern; ** if the effect is a distribution in partial liquidation, then the 
rules of sections 331 and 346 will apply.* If the distribution is none 
of these, it will simply be treated as a distribution to which section 
301(c)(2) and (3) apply. Thus the amount of the distribution will 
first reduce the basis of the stock exchanged, and if that is surpassed, 
the excess will be treated as gain from the exchange of a capital 
asset.°§ In the event the distribution has the effect of a stock redemp- 
tion, it is intended by the Advisory Group that the technical require- 
ments of section 302(b) be operative as well as the attribution-of- 
ownership rules of section 318. 

Is the proposed boot provision applicable to the proposed (B) re- 
organization ? ‘‘It is intended that in (B) reorganizations (stock for 
stock) boot received by the shareholders can have the effect of a 
dividend and be taxable as such... determined in each case by refer- 
ence to the acquired or transferor corporation as though the distri- 


54 Ibid. 

55 Section 21, Proposed Bill, § 356(b) (1) (B), which incorporates the rules of § 301(c) 
(2) and (3). See note 50 supra. 

56 Section 21, Proposed Bill, § 356(b) (1) (A) (ii). 

57 Id. § 356(b) (1) (A) (iii). This would reverse the decision in Harriet 8. W. Lewis v. 
Comm’r, 176 F.2d 646 (1949), which held a distribution should be treated as a dividend 
if there are sufficient earnings and profits to cover it, even though the distribution might 
have qualified as one in partial liquidation had it been unconnected with a reorganization. 
To the same effect is dictum in Comm’r v. Estate of Bedford, 325 U.S. 283 (1945). This 
approach, however, cuts both ways. Thus, if the boot the shareholders of the transferor cor- 
poration received was payment in part for arrearages in interest on securities the share- 
holders held, it was not taxed as interest income but as part of the over-all capital gain. See 
Comm’r v. Carman, 189 F.2d 363 (2d Cir. 1951) ; Comm’r v. Capento Securities Corp., 140 
F.2d 382 (1st Cir. 1944) ; United Gas Improvement Co., 25 T.C. 229 (1955). The Advisory 
Group would specifically provide that if a boot distribution had the effect of an interest 
payment on securities, it would be treated as interest income under section 61(a) (4) of the 
1954 Code. Advisory Group Report 54-55. See also Section 21, Proposed Bill, § 356(b) (2) 
(A). 

58 Section 21, Proposed Bill, § 356(b) (1) (B). Advisory Group Report 56-57. 

59 Advisory Group Report 55. 





166 TAX LAW REVIEW [Vol. 14: 


bution of the boot had been made by it.’’ ® There is at least a margin 
of doubt as to whether this intended result is achieved by the pro- 
posed statutory language. Proposed section 356(b) (1) (A) (i)®™ al- 
lows for possible dividend treatment to the recipient of the boot by 
reference to the recipient’s ratable share in the earnings and profits 
of the corporation referred to in section 316(a)(1) and (2). This 
latter section (to which no amendments have been proposed by the 
Advisory Group), defines a dividend as ‘‘any distribution of prop- 
erty made by a corporation to its shareholders ... out of earnings 
and profits ...,’’ and then refers to current and accumulated earn- 
ings and profits. 

Literally, then, if a shareholder receives 50 per cent of his consid- 
eration in stock of the acquiring corporation and the other 50 per 
cent in cash, he is not receiving the cash from the corporation which 
might have the earnings and profits—the corporation which the 
Advisory Group intends to be the reference point on the matter of 
potential dividend treatment in (B) reorganizations. Furthermore, 
once the shareholders of the acquired corporation give up their 
shares in that corporation (as generally happens simultaneously 
with the receipt of the consideration), they are no longer share- 
holders of it and again outside the precise words of section 316(a). 

It is more likely that as constituted proposed section 356(b) (1) 
(A) (i) in its reference to section 316(a)(1) or (2) means to modify 
the words ‘‘earnings and profits’’ and not the word ‘‘corpora- 
tion.’’ ® Even if this is so, there is nothing in proposed section 
356(b) (1) (A) (i) to indicate which corporation is meant. Generally 
there is no need to decide between two corporations when it is re- 
membered that the boot provisions of current law were designed for 
other than (B) reorganizations. Thus, the exact verbal problem could 
never arise in the case of a (C) or (D) reorganization, because the 
corporation making the distribution was the one which had the earn- 
ings and profits and in which the recipients were shareholders. But 
in the proposed (B) reorganization, the boot will not pass through 


60 Td. at 62. 

61 See note 50 supra. 

62 Indeed, this is the probable intention of the Advisory Group. Present section 356 (a) (2) 
refers to dividend treatment where the distributing corporation has accumulated earnings 
and profits, but makes no reference to current earnings. It was argued in Vesper Co. Ine. v. 
Comm’r, 131 F.2d 200 (8th Cir. 1942), where similar language appeared in a section cover- 
ing stock redemptions, that any distribution out of current earnings and profits could not 
be held the equivalent of a dividend. The Court rejected this argument. It was also rejected 
by the Tax Court in W. H. Weaver, 25 T.C, 1067, 1083, 1084 (1956). See Advisory Group 


Report 55. 
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the acquired corporation, but rather will move directly between the 
acquiring corporation and the transferring shareholders. 

To conclude that the acquired corporation was making the boot 
distribution in the proposed (B) reorganization, taking into account 
the suggested language of the statute and the realities involved in a 
B-type reorganization, would require at least a modicum of verbal 
gymnastics. It is possible, of course, that by using the words ‘‘has 
the effect of’’ the Advisory Group has circumvented the verbal prob- 
lem, or at least given enough indication of its intent that the Com- 
missioner could fill the interstice with regulations should the pro- 
posed amendment become law. Perhaps. While amendment is still 
possible, the better approach would seem to require specific statu- 
tory resolution of the problem. 

The drafters of the Proposed Bill believe that section 306 as pres- 
ently written is sufficient to reach any bailout possibilities that 
might arise under the proposed (B) reorganization where the share- 
holders of the acquired corporation receive both common and pre- 
ferred stock from the acquiring corporation. The Regulations to 
section 306 provide generally that if pursuant to a plan of reorgan- 
ization, any cash received would have been treated as a dividend te 
a shareholder of the acquired corporation, then any stock other than 
common received in its stead will constitute section 306 stock.® We 
have just discussed the possibility that the proposed dividend treat- 
ment of boot (proposed section 356(b) (1) (A) (i) in connection with 
section 316 (a)) might not be adequately drawn to reach the receipt 
of cash in the proposed (B) reorganization as a dividend. This reli- 
ance on the treatment of a cash distribution to test the status of pre- 
ferred stock received instead, especially where the treatment of any 
cash received is at least doubtful, raises the possibility that section 
306 is not adequate to meet the bailout potential in this aspect of the 
proposed (B) reorganization. 

3. Basis problems. Consistent with the approach that any boot dis- 
tribution will be treated independently of the existence of a reorgan- 
ization, basis adjustments to stock received in a proposed (B) re- 
organization are made without regard to the amount of realized or 


63 It must be remembered that under current law the problem as given cannot arise. To- 
day, once there is other than voting stock as part of the consideration, the transaction fails 
under section 368(a) (1) (B) (1954), and the entire gain or loss is recognized. Accordingly, 
section 356(a) (1) and (2) (1954), the boot provisions, are not reached. But cf. Hubert E. 
Howard, notes 32 and 33 supra. 

64 Advisory Group Report 63. 

65 Reg. Sec. 1.306-3(d) (1955). 
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recognized gain.® Proposed section 358(b)(1)(A) and (B) would 
provide that the basis of stock received by the transferring share- 
holder would be the same as his basis in the stock exchanged, reduced 
by that part of the basis of the stock transferred which was applied 
in determining gain or loss if the exchange was held to have the ef- 
fect of a stock redemption or partial liquidation,” or reduced by that 
part of the boot distribution which on its receipt went to reduce the 
basis of the stock exchanged under section 301(c) (2).®* The basis 
of the boot property received by the transferring shareholder will 
be its fair market value, except if the transferring shareholder is a 
corporation and the receipt of the boot had the effect of a dividend 
and was taxed as such, then to that corporate shareholder its basis 
for the boot property will be the lesser of its fair market and ad- 
justed basis in the hands of the acquiring corporation.” 

While these basis provisions appear complex when commingled 
with the already complicated reorganization rules, they are no more 
difficult of application than the basis problems connected with any 
corporate distribution ex a reorganization. Consistency demanded 
these proposed basis rules where the treatment of distributions is 
made subject to the ordinary provisions of corporate distributions. 


C. Tae Acqumine Corporation 
1. Control. At the corporate level, an exchange will qualify as a 
proposed (B) reorganization (provided at least 50 per cent of the 


66 See note 53 supra. Section 358(a) and (b) (1954) provides generally that the basis of 
stock received in a reorganization is the same as that given up, reduced by any money re- 
ceived, increased by the amount of gain recognized to the taxpayer on the exchange, and 
with boot taking a basis equal to its fair market value at the time of the exchange. 

67 Section 23, Proposed Bill, § 358(b) : 

*¢€(1) Nonrecognition Property Received in Exchange for Stock.—The basis of property 
permitted to be received under such section [section 354] without the recognition of gain 
or loss, which is received by the taxpayer in exchange for stock, shall be the same as that of 
the stock exchanged, decreased by— 

**(A) that part of the basis of the stock exchanged which is applied in the determina- 
tion of gain or loss under section 356(b) (1) (A) (ii) and (iii) (relating to distributions 
which have the effect of a distribution in redemption of stock or a partial liquidation), and 

‘*(B) that part of the distribution of other property or money, received in exchange 
for stock, which under section 356(b) (1) (B) is treated as a distribution to which section 
301(¢) (2) applies.... 

‘*(3) Other Property.—The basis of any other property (except money) received by the 
taxpayer shall be its fair market value, except that— 

‘* (A) if the taxpayer is a corporation and the provisions of section 356(b) (1) (A) (i) 
or 356(b) (1) (B) are applicable to the receipt of such property, its basis shall be deter- 
mined in accordance with the provisions of section 301(d) (relating to the basis of prop- 
erty received by distributees).’’ 

68 Section 23, Proposed Bill, § 358(b) (1) (A), set forth in note 67 supra. 

69 Id. § 358(b) (3) (A). 
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consideration it gives up consists of its own stock), if it is in control 
of the corporation being acquired immediately after the acquisition 
or obtains such control within six months thereafter.” Control for 
these purposes continues to be the 80 per cent of all classes of stock 
requirement of current law.” The test is satisfied under the sug- 
gested amendment as it is today, whether or not control previously 
existed.” 

Aside from the consideration the acquiring corporation would be 
allowed to surrender, discussed above, the major change here is that 
the acquiring corporation is given six months to obtain control after 
the first acquisition pursuant to a plan of reorganization. Assuming 
the plan goes through, then each step along the way that meets the 
rules on the transferring shareholder level will be tax-free. This car- 
ries the possibilities of ‘‘creeping control’’ one step farther than 
present law, i.e., by allowing each acquisition leading up to control 
to be tax-free. It amounts to a statutory step-transaction doctrine 
applied in favor of finding a tax-free reorganization under proposed 
clause (B). For business reasons such a proposal is probably sound. 
It gives the acquiring corporation some margin in arranging for the 
acquisition of control and does not give preference to those corpo- 
rations which have sufficient liquid assets to make a one-shot acqui- 
sition. 

If the plan of acquisition of control does not go through, then any 
exchange pursuant to that plan would be rendered taxable. Since a 
maximum of six months may pass before the individual transferring 
shareholder knows for certain whether the exchange was taxable, 
a year might have ended and a return filed, not showing what should 
have been reported in gross income. Sound revenue protection pol- 
icy would seem to dictate the insertion of a requirement that the par- 
ties notify the Commissioner in writing that the plan did not go 
through and to defer the running of the statute of limitations until 
such notification is made, or at least until the six months elapse.” 
Such a provision is not in the proposed amendment. 

2. Basis problems. (B) reorganizations under current law are the 
type most susceptible to the difficulties encountered in the Firestone 
Tire and Rubber Co." case. By hypothesis, a (B) reorganization re- 

70 Section 26, Proposed Bill, § 368 (a) (1) (B) (ii). 

71 Section 26, Proposed Bill, § 368(¢), which essentially repeats I.R.C. § 368(c) (1954). 

72 Parenthetical clause in section 368(a) (1) (B) of the 1954 Code. 

78 Similar methods of enforcing eventual taxation are used in other parts of the 1954 
Code. For example, I.R.C. §§ 302(c) (relating to certain redemptions), 1033(a) (3) (C) 
(relating to involuntary conversions), and 1034(j) (relating to sales or exchanges of a 


residence). 
742 T.C, 827 (1943). 
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quires the acquiring corporation to give up its own stock in exchange 
for the stock of another corporation. The basis of the stock it re- 
ceives is either equal to the basis of the stock it gave up ™ or equal 
to the basis it had in the hands of the transferring shareholders,” 
in either case with certain adjustments for boot received and gain 
recognized.” (No such adjustments would be required in the current 
(B) reorganization, since only voting stock may pass from the 
acquiring corporation.) The former basis rules apply in a (B) reor- 
ganization provided the acquiring corporation did not ‘‘issue’’ its 
stock or securities as consideration for the stock it received,” while 
the latter basis rules apply only if there is an issuance of stock or 
securities by the acquiring corporation as consideration for the stock 
it receives.”® Considerable emphasis is thus put on the meaning of 
the word ‘‘issuance.’’ 

The Firestone case held that under similar provisions of earlier 
law there could not be an issuance of stock which had a cost basis 
to the acquiring corporation. Accordingly, the acquiring corpora- 
tion took a basis for the new stock equal to the basis of the stock it 
surrendered. The Advisory Group suggests that perhaps the pro- 
visions of section 1032(a) of the 1954 Code are sufficient to reverse 
the rule of Firestone. The proposed amendment would nail down 
that reversal, however, by making the basis provision of section 358 
inapplicable where section 362(b) applies; further, that section 
362(b) will apply in any reorganization where the acquiring corpo- 
ration ‘‘exchanges’’ rather than ‘‘issues’’ its stock or securities as 
consideration in whole or in part for the receipt of stock or securi- 
ties of another corporation.*' The result would be that in all pro- 
posed (B) reorganizations the acquiring corporation would take a 
basis for the stock it receives equal to that of its transferor, in- 
creased by the gain recognized to him.* 

3. Groman and Bashford rules in proposed (B) reorganizations. 
The final major change at the level of the acquiring corporation is 
to make the Groman * doctrine inapplicable to proposed (B) reor- 


75 ILR.C. § 358(a) (1) (1954). 

76 TLR.C, § 362(b) (1954). 

77 I.R.C. §§ 358(a) (1) (A) and (B) (1954) and 382(b) (1954). 

78 ILR.C. § 358(e) (1954). 

79 ILR.C. § 362(b) (1954), final sentence. 

80 I.R.C. § 1032(a) (1954) provides that ‘‘no gain or loss shall be recognized to a cor- 
poration on the receipt of money or other property in exchange for stock (including treas- 
ury stock) of such corporation.’’ See also Advisory Group Report 59. 

81 Section 23, Proposed Bill, § 358(f), and section 25, Proposed Bill, § 362(b) (3). Advi- 
sory Group Report 59. 

82 Section 25, Proposed Bill, § 362(b) (1). 

83 Groman vy. Comm’r, 302 U.S. 82 (1937). 
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ganizations. A partial elimination of that doctrine, along with the 
Bashford ® rule was effected by the 1954 Code as to (A) and (C) re- 
organizations.® If the crux of the arguments against the applica- 
tion of these doctrines in the (A) and (C) reorganizations is that 
legal technicalities should not prevail over economic realities, that 
rationale seems equally applicable in the case of (B) reorganiza- 
tions. 

Accordingly, proposed section 368(e) (1) provides that if a trans- 
action otherwise qualifies as a (B) reorganization, it will not be dis- 
qualified if all or a part of the consideration given up by the acquir- 
ing corporation consists of stock of a corporation which is in control 
of the acquiring corporation.** Further, proposed section 368(e) (2) 
provides that the tax-free status of a (B) reorganization will not be 
lost if the acquiring corporation transfers the stock it receives in 
whole or in part to a corporation it controls as a part of the plan of 
reorganization.” In either case, the terms ‘‘ acquiring corporation’’ 
and ‘‘a party to a reorganization’’ will include the parent or the sub- 
sidiary corporation, as the facts require.” 

The Advisory Group would further authorize the Secretary to 
regulate the allocation of basis of the stock a parent corporation has 
in a subsidiary in the case where the subsidiary is the acquiring cor- 
poration, but the stock it gives up as consideration consists wholly 
or partially of stock of the parent.” In the case where the parent cor- 


84 Section 26, Proposed Bill, § 368(e) : 

‘€(1) Stock of Parent Corporation Received in the Exchange.—A transaction otherwise 
qualifying under paragraph (1) (B) or (1) (C) of subsection (a) shall not be disqualified 
by reason of the fact that all or a part of the consideration received in exchange for the 
stock or properties transferred consists of stock of a corporation which is in control of 
the acquiring corporation. In such event the term ‘acquiring corporation’ as used in sub- 
section (a) and the term ‘a party to a reorganization’ as defined in subsection (b) shall 
include not only the acquiring corporation but also the corporation which is in control of 
the acquiring corporation. 

‘¢(2) Transfers to Subsidiaries of Stock or Properties Acquired.—A transaction other- 
wise qualifying under paragraph (1) (B) or (1) (C) of subsection (a) shall not be disquali- 
fied by reason of the fact that all or part of the stock or properties acquired by the aequir- 
ing corporation are, in pursuance of the plan, transferred to a corporation controlled by it. 
In such event the term ‘acquiring corporation’ as used in subsection (a) and the term ‘a 
party to a reorganization’ as defined in subsection (b) shall include not only the acquiring 
corporation but also the corporation to which the acquiring corporation so transfers such 
stock or properties.’’ See Advisory Group Report 67. 

85 Helvering v. Bashford, 302 U.S. 454 (1938). 

86 I.R.C. § 368(a) (2) (C) and (b) (1954). 

87 3 MERTENS, FEDERAL INCOME TAXATION § 20.99, 418 (1957 ed.). 

88 Section 26, Proposed Bill, § 368. 

89 Ibid. 

90 Id. § 368(e) (1) and (2). See note 84 supra for the text. 

91 Section 25, Proposed Bill, § 362(b) (2) provides: 

‘*(2) Adjustment of Basis of Stock of Acquiring Corporation Held by Controlling Cor- 
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poration is the acquiring corporation, and pursuant to the plan the 
stock it receives in a (B) reorganization is transferred to a subsidi- 
ary, the Advisory Group would specifically provide that the subsidi- 
ary take the stock with a basis equal to the basis it had while in the 
hands of the parent.*” 

These basis provisions are not explicit in the 1954 Code, even as 
to (A) and (C) reorganizations. 


C-Typr REORGANIZATIONS 

BackGRounpD 

Like (B) reorganizations, what we know today as C-type reorgan- 
izations, viz., an exchange of property for stock, began its existence 
in the embrace of parentheses, a bracketed modifier of mergers and 
consolidations.® Similarly, much of the history subsequent to this 
primitive beginning of (C) reorganizations is parallel to that of (B) 
reorganizations. Thus, in 1934 a built-in continuity-of-interest re- 
quirement appeared in the statute as to (C) reorganizations, mak- 
ing the only consideration which could pass from the transferee to 
the transferor corporation consist of the former’s voting stock.” 
Items whose presence as consideration vitiated (B) reorganizations 
also went to defeat (C) reorganizations.” In addition, where the 
transferee assumed liabilities of the transferor corporation or took 
some of its property subject to liabilities, the ‘‘solely for voting 
stock’’ requirement was not met.®® Congress responded to this latter 
development in 1939 by providing that in reorganizations involving 
the exchange of substantially all the properties of one corporation 
solely for voting stock of another corporation, the fact that the 


poration.—In the case of an acquisition referred to in paragraph (1), if all or a part of the 
consideration received by the transferor consists of stock or securities of a corporation 
which is in control of the acquiring corporation, then, under regulations prescribed by the 
Secretary or his delegate, proper adjustment shall be made to the basis of the controlling 
corporation of the stock or securities held by it in the acquiring corporation.’’ 

See also Advisory Group Report 60-61. 

92 Section 25, Proposed Bill, § 362(b) (3) ; Advisory Group Report 67. 

93 Typical of pre-1934 (C) reorganization definitions is that in section 202(c) (2) of the 
Revenue Act of 1921, 42 Srar. 230: ‘‘a merger or consolidation (including the acquisition 
by one corporation of substantially all the properties of another corporation).’’ Identical 
provisions appeared in the Revenue Acts of 1924, 43 Srar. 257, and 1926, 44 Srar. 14, un- 
der section 203(h) (1) (A), and in the Revenue Act of 1928, 45 Srar. 818, under section 
112(i) (1) (A). 

94 Revenue Act of 1934, Sec. 112(g) (1) (B), 48 Srar. 705, defined a (C) reorganization 
as ‘‘the acquisition by one corporation in exchange solely for all or a part of its voting 
stock: ...; or substantially all the properties of another corporation.’’ 

95 See notes 27 through 31 supra. 

96 The leading case is United States v. Hendler, 303 U.S. 564 (1938). 
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transferee assumed liabilities of the transferor or took property 
subject to liabilities should be disregarded.” 

In 1954, Congress relaxed the solely-for-voting-stock requirement 
by allowing the consideration moving from the transferee to the 
transferor corporation to include up to 20 per cent of property other 
than voting stock. This 20 per cent margin is to be measured against 
the fair market value of all the property of the transferor corpora- 
tion, not only that which passed in the exchange, which by definition 
had to be ‘‘substantially all.’’ ** The 1954 Code continued to disre- 
gard any liabilities of the transferor assumed by the transferee,” 
except in the case where less than 100 per cent of the consideration 
is the latter’s voting stock. In that event, for purposes of ascertain- 
ing whether at least 80 per cent of the consideration does consist of 
voting stock of the transferee, the assumed liabilities will be deemed 
money.’ 

The 1954 Code also attempted to lessen the effect of the Gro- 
man‘ and Bashford * rules as applied to (C) reorganizations. It 
was specifically provided that if the property received by the trans- 
feree corporation in a (C) reorganization in exchange solely for its 
voting stock is subsequently transferred to a corporation controlled 
by the transferee, tax-free status will not be lost.*°* Further, if the 
voting stock given up by the transferee corporation is that of its par- 
ent, the exchange will still be a (C) reorganization if otherwise 
qualifying.’ In either case, the parent or the subsidiary is a ‘‘ party 
to a reorganization.’’ °° However, if the transferee corporation sur- 
renders not only its voting stock, but also stock of its parent, the 
transaction does not qualify as a (C) reorganization.’ Likewise, 
if the assets of the transferor corporation are received by a con- 
trolled transferee corporation, with liabilities of the transferor as- 
sumed by the acquiring corporation’s parent, or if the parent first 


97 I.R.C. § 112(g) (1) (B) (1939). See also H.R. Rep. No. 855, 76th Cong., Ist Sess. 18- 
20, 1939-2 Cum. Buu. 504, and S.Rep. No. 648, 76th Cong., Ist Sess. 3 (1939) 1939-2 Cum. 
Buu. 524, This same result is provided for in section 368(a)(1)(C) (1954). 

98 I.R.C. § 368(a) (2) (B) (1954). 

99 I.R.C. § 368(a) (1) (C) (1954). 

100 T.R.C. § 368 (a) (2) (B) ; Reg. Sec. 1.368-2(d) (1) and (2) (1955). 

101 Groman v. Comm’r, 302 U.S. 82 (1937). 

102 Helvering v. Bashford, 302 U.S. 454 (1938). 

108 T.R.C. § 368(a) (2) (B) (1954). 

104 T.R.C, § 368(b) (1954). 

105 Ibid. 

106 Reg. Sec. 1.368-2(d) (1) (1955). Actually, the statute is not clear on this point. The 
Commissioner, however, has taken the more conservative interpretation. To leave no room 
for doubt, the Advisory Group has recommended a change on this point. See discussion pp. 
175-176 infra. 
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receives the transferor’s properties but assigns them to a subsidiary 
ex the liabilities, the Commissioner has taken the position that these 
transactions will not qualify as (C) reorganizations.*” 

In connection with the solely-for-voting-stock requirement as 
modified by the 1954 Code, it is the Commissioner’s position that 
under current law the transferee corporation may own more than 
20 per cent of the stock of the transferor and still engage in a tax- 
free (C) reorganization thereafter.’°* This amounts to a reversal of 
the stand taken under the 1939 Code, even though on the issue in- 
volved there was no change in the language of the 1954 Code over 
that of the earlier statute.” The rationale for the disqualification 
under the 1939 Code was that by already owning stock in the trans- 
feror, the transferee could always obtain some of its properties on 
a liquidation. The transferee would then be receiving those assets 
not solely for its voting stock, but for stock of the transferor corpo- 
ration itself.“° The reason for the change in the Commissioner’s 
ruling is that since the 1954 Code (B) reorganizations are unaf- 
fected by prior stock ownership in the acquired corporation, (C) 
reorganizations should not be affected either.‘ 

Finally, under the 1954 Code, where an exchange fits the defini- 
tion of both a (C) and (D) reorganization, the rules of the latter 
prevail.’ 


Tue ProposeD AMENDMENT 12 


A. Tue TransFreror CoRPORATION AND Its SHAREHOLDERS 


1. Consideration for the transferred assets and the continutty-of- 
interest test. In return for ‘‘substantially all’’ of the transferor’s 


107 Advisory Group Report 67. 

108 Rey. Rul. 57-278, 1957-1 Cum. Buu. 124, This result was also reached in the days 
before voting stock of the transferee was the sole consideration possible. Winston Bros. v. 
Helvering, 76 F.2d 381 (8th Cir. 1935). 

109 Rev. Rul. 54-396, 1954-2 Cum. BULL. 147. 

110 Ibid. 

111 See note 108 supra. 

112 T.R.C. § 368(a) (2) (A) (1954). 

118 Section 26, Proposed Bill, § 368(a) (1): 

**(C) a transfer by one corporation, whether by statutory merger or consolidation or 
otherwise, of substantially all of its properties to another corporation if— 

** (i) 50 percent or more of the consideration received in exchange therefor, measured 
by fair market value, consists of stock of the acquiring corporation, 

‘* (ii) if the transfer is not by statutory merger or consolidation, the transferor cor- 
poration is completely liquidated as a part of the plan pursuant to which the transfer of 
property is made, and 

‘¢ (iii) neither the transferor nor any of its shareholders nor any combination thereof 
is in control of the acquiring corporation immediately after the transfer.’’ 
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properties, the Advisory Group would reduce to 50 per cent that 
part of the consideration (measured by the fair market value of the 
properties being transferred), which must be received by the trans- 
feror in the form of stock, and would allow it to consist of non-voting 
stock as well as rights to acquire stock.’** The impact of these sug- 
gested provisions on the continuity-of-interest doctrine has been 
discussed earlier and is pertinent here. 

On the question of what constitutes consideration, it is further 
proposed that in the new (C) reorganization, any liability of the 
transferor assumed by the transferee corporation be disregarded.** 
This constitutes a further reversal of current law. Under the 1954 
Code, whenever less than 100 per cent of the consideration is voting 
stock of the transferee, liabilities assumed by the transferee are 
deemed money for purposes of calculating whether the allowable 
80 per cent consideration (measured against all the transferor’s 
assets, not just those which pass) consisted of voting stock."® 

Depending on how the proposed (C) reorganization provisions 
are interpreted, this latter change in the law could result in dilution 
of the continuity-of-interest test even below the 50 per cent point, 
which one would think to be minimal.” Assume for example the case 
of T corporation transferring assets worth $100,000, but subject to 
liabilities of $50,000, to A corporation, for which A surrenders 
$40,000 of its stock, $10,000 cash, and assumes the liabilities of 
$50,000. Under proposed section 368(a)(1)(C)(i), the exchange 
would fail to qualify in the first instance, since less than 50 per cent 
of the consideration consists of the transferee’s stock. Under pro- 
posed section 368 (a)(2)(B), however, we would disregard the 
$50,000 in assumed liabilities. Of the remaining $50,000 considera- 
tion, four-fifths does consist of stock of the transferee, and so pre- 
sumably the exchange would now qualify as a (C) reorganization. 
This would allow less than 50 per cent of the economic consideration 
to be composed of stock of the transferee and take the continuity-of- 
interest doctrine to a point never reached before. 

The other interpretation is to say that although the $40,000 in 
stock of the transferee represents more than half of the considera- 
tion (which was reduced because of the disregard for assumed lia- 


114 Section 26, Proposed Bill, § 368(a) (1) (C) (i) and (d). 

115 Id, § 368(a) (2) (B) : ‘‘ Consideration.—For purposes of paragraph (1) (C), in deter- 
mining the consideration received there shall not be included any liability of the transferor 
corporation which is assumed by the acquiring corporation, nor any liability to which the 
property transferred is subject.’’ 

116 I.R.C. § 368(a) (2) (B) (iii) (1954). 

117 See note 40 supra. 
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bilities), it constitutes less than 50 per cent of the total fair market 
value of the transferred assets and so fails to qualify under pro- 
posed section 368(a)(1)(C)(ii). On this latter view the exchange 
would be entirely taxable. If this interpretation is the correct one, 
then the Advisory Group’s suggestion that assumed liabilities be 
disregarded is fairly meaningless, since that same result could have 
been achieved without the necessity of making assumed liabilities 
expressly irrelevant on the question of consideration. 

One is thus forced to conclude that the Advisory Group intended 
the first interpretation to apply. Proceeding on that assumption, the 
proposal is not as startling as it first appears. Under the 1954 Code, 
so long as voting stock is the only consideration, the amount of 
liabilities assumed by the transferee corporation is disregarded, 
though as an economic matter the assumption of liabilities may mean 
that the transferor is getting less than 80 per cent of its considera- 
tion in voting stock, which is the 1954 Code minimum for continuity- 
of-interest purposes.™* If the underlying theory of this approach is 
that the transferor’s interest in its assets is reduced by the liabilities 
it owes, and that this reduced interest is adequately continued in the 
transferee corporation so long as it is represented by voting stock,’ 
it is only one step farther to add that the reduced interest survives, 
provided that 50 per cent of it is represented by stock of the trans- 
feree. 

Theory aside, it must be remembered that the continuity-of-inter- 
est principle was erected by the courts essentially as a revenue- 
protecting device. In the proposed boot provisions, discussed below, 
adequate steps have been taken to protect the revenues which might 
otherwise be jeopardized by the liberalized rules regarding proposed 
(C) reorganizations. 


2. Boot, basis, and bailouts 

a. Transferor corporation. Under present law, if the transferor 
corporation receives boot, gain will be recognized to the extent that 
the boot is retained.’*° Thus, if the transferor realized a gain of 
$50,000 on a (C) reorganization, but received cash of $70,000 of 
which $15,000 was distributed, the entire gain would be recognized 
to the transferor, since the amount of boot retained exceeds the real- 
ized gain.'** 

118 I.R.C. § 368(a) (1) (C) and (a) (2) (B) (1954). 

119 See note 97 supra. 


120 T.R.C. § 361 (b) (1) (B) (1954). 
121 This example is taken from Advisory Group Report 60. 
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The Advisory Group would change this result by providing that 
the transferor’s gain which would be otherwise recognized be re- 
duced by the amount of boot distributed.'’*? In the above example, 
then, instead of the entire $50,000 gain being taxed to the transferor, 
only $35,000 would be taxed under the law as proposed. This change 
is occasioned by the overhaul the Advisory Group would make in the 
treatment of the shareholders of the transferor corporation which, 
as we have seen earlier, will not depend on the realization of gain 
to them, but rather on the effect of the distribution ex the existence 
of a reorganization. '*8 

When the transferee corporation assumes liabilities of the trans- 
feror further problems arise. The assumption of liabilities is treated 
as money received by the transferor corporation for purposes of 
ascertaining the basis of the stock received in a (C) reorganiza- 
tion and as such becomes boot property.’** As now phrased, the 
statute probably requires the transferor corporation always to 
bear the tax on the amount of any gain represented by discarded 
liabilities, because as to money received by the transferor, it re- 
quires such money to be distributed.’ Obviously, it is impossible 
for the transferor to distribute a debt reduction to its shareholders 
in specie, even though by statutory alchemy that debt reduction is 
transmuted to money. In recognition of this, the Advisory Group 
would amend the statute to read that any money distributed by the 
transferor will reduce the gain otherwise recognizable because of 
the boot it receives.’** It will be possible under the proposed law for 
the transferor corporation to avoid taxation entirely in a (C) reor- 
ganization, even in the case of the transferee assuming some of the 
transferor’s liabilities as part of the consideration for the exchange. 

This change is also consistent with the new treatment suggested 
on the level of the shareholders of the transferor corporation. If the 
transferor had gain recognized to it, its earnings and profits would 
rise commensurately.'** Since the distribution to its shareholders 


122 Section 24, Proposed Bill, § 361(b) (1) (A) and (B) provides that realized gain will 
be recognized only to the extent that the boot received exceeds the boot distributed. 

123 Advisory Group Report 54-55. See also discussion under B-TyPpE REORGANIZATIONS, 
pp. 164—167 supra. 

124 T.R.C. § 358(d) (1954). 

125 I.R.C. § 361(b)(1)(B) (1954) provides: ‘‘if the corporation receiving such .. . 
money [assumed liabilities] does not distribute it ... gain ... shall be recognized... 
[to the extent that] such money ... is not... distributed.’’ (emphasis added) 

126 Section 24, Proposed Bill, § 361(b) (1) (B) (i), which drops the word ‘‘such’’ which 
now appears in section 361(b)(1)(B) (1954), quoted in note 125 supra. See Advisory 
Group Report 60. 

127 This is the effect of section 312(f) (1954). 
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may be treated as a dividend,'** it would be discriminatcry to corpo- 
rations having outstanding liabilities which engage in a (C) reor- 
ganization. Such corporations would pay a tax, and with the earning 
and profits account increased a larger part of the distribution to 
shareholders could be called a dividend. An identical corporation 
which received cash instead could avoid taxation to itself, while its 
shareholders would not be confronted with a fattened earnings and 
profits account which would increase dividend possibilities on a dis- 
tribution to them. 

The changes proposed by the Advisory Group will, of course, dis- 
courage transferee corporations from assuming liabilities of a 
transferor, for the basis of the properties it receives will depend 
entirely on what the tranferor does.’*® If the transferor corporation 
distributes any money to its shareholders to cover its gain, the trans- 
feree will have low basis, high cost for the acquired assets. This 
same consideration incidentally closes any possible loop-hole the 
tax-free reorganization sections might otherwise open to transferor 
corporations which are collapsible.’ 

b. Shareholders of the transferor corporation. Under the 1954 
Code, if the shareholders of the transferor corporation exchange 
their stock for stock of the transferee, making the trade with the 
transferor, of course, no gain or loss is recognized to them,™ and 
the basis of the new stock is the same as the old.*** If as part of the 
exchange the shareholders receive boot in addition to the stock of 
the transferee, then the gain realized will be recognized to the ex- 
tent of the boot, either as gain from the exchange of a capital asset 
or as a dividend.*** 

As was noted in the discussion of (B) reorganizations, the Advi- 
sory Group would tax any boot received apart from any gain real- 
ized by the shareholders. If the distribution has the effect of a divi- 
dend, a redemption, or a partial liquidation, it will be treated as 


128 Section 21, Proposed Bill, § 356(b) (1) (A) (i). See note 50 supra for text. 

129 Section 25, Proposed Bill, § 362(b) (1). 

130 DeWind and Anthoine, CoLLAPSIBLE CoRPORATIONS, 56 CoLtumM. L. Rev. 475, 482 
(1956). There is a possible policy question here, however, whether the corporation which 
created the problem should be able to avoid tax where for independent reasons a trans- 
feree corporation is willing to take the low basis assets. This is further underscored 
when the transferee corporation has available losses to cover any gain it might realize on 
the disposition of the acquired assets. DeWind and Anthoine believe this last factor should 
not be considered since the transferor corporation itself might in time have losses to offset 
any gain recognized on a disposition of the appreciated assets. 

181 T.R.C. § 354(a) (1) (1954). 

182 T.R.C. § 358(a) (1) (1954). 

188 T.R.C. § 356 (a) (1) and (2) (1954). 
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such.*** Similarly, the basis of the new stock would be the same as 
that of the old, reduced either by the amount of the basis of the old 
stock consumed in treating a distribution as one to which section 
301(¢) (2) applied, or by that part of the basis of the old stock which 
was applied in determining gain or loss if the exchange had the 
effect of a redemption or partial liquidation.’* 

In the case of the proposed (C) reorganization, there is not the 
verbal difficulty, encountered in the proposed (B) reorganizations, 
in treating a given receipt of boot by a shareholder as a dividend. 
Here the corporation which has the earnings and profits will be the 
one making the distribution, and the boot will be moving to that cor- 
poration’s shareholders.*** The other bailout possibility, preferred 
stock received from the transferee corporation as well as its com- 
mon stock, is probably adequately covered by section 306 as sug- 
gested by the Advisory Group.*** Here, since any boot received by 
the shareholders could be reached as a dividend, preferred stock 
in its place could be properly designated section 306 stock,** again 
avoiding the verbal impediment noted in proposed (B) reorganiza- 
tions. 


3. Statutory mergers and consolidations in proposed (C) reor- 
ganizations. 

As noted at the outset of this study, the Advisory Group proposes 
to abolish statutory mergers and consolidations as a separate class 
of reorganization. The words ‘‘statutory merger or consolidation’’ 
are transplanted to the proposed (C) reorganization, however.** 
The approach of the Advisory Group is that if the exchange is made 
pursuant to federal, state, or territorial corporation law, and quali- 
fies also as a proposed (C) reorganization, then there is the general 
non-recognition of gain or loss, with the exceptions discussed above. 
If, however, the exchange qualifies as a proposed (C) reorganiza- 
tion, but fails as a merger or consolidation under local law, the ex- 
change will be taxable unless the transferor corporation is com- 
pletely liquidated as part of the plan.'*® The fear of the Advisory 
Group is that otherwise the transferor corporation could retain any 
boot it receives (on which a tax will be paid, of course) while dis- 


134 See notes 53 through 57 supra. 

135 See notes 67 through 69 supra. 

136 These matters are discussed at some length under B-TyPE REORGANIZATIONS, supra 
pp. 163-168 particularly under parts B. 2 and 3. 

137 Advisory Group Report 63. 

138 Reg. Sec. 1.306-3(d) (1955). 

189 Section 26, Proposed Bill, § 368(a) (1) (C) (ii), set out fully in note 113 supra. 

140 Tbid. 
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tributing any stock it receives to its shareholders. Later the trans- 
feror corporation could be liquidated, with its shareholders getting 
capital gain rates on what might have been ordinary income, while 
still retaining an interest in the transferred assets.** 

It is easy to appreciate the desire of the Advisory Group not to 
have the reorganization provisions used as a means of receiving cap- 
ital gain treatment on income that should be reached by the rates 
applicable to ordinary income. But to emphasize qualification of a 
given exchange as constituting a merger or consolidation under 
local law seems to focus on the wrong area. Being committed as we 
are to that philosophy, it is questionable whether we should depart 
from it here, or at least make the departure turn on local law. Cer- 
tainly the avowed aim of the Advisory Group in deleting statutory 
mergers and consolidations as a separate reorganization category, 
i.e., uniformity apart from local law, is lost.’** It is conceivable that 
identical transactions in separate states would result in one being 
entirely tax-free, the other fully taxable. Furthermore, by requiring 
the transferor corporation to liquidate *** if local law is not satisfied, 
one is left wondering how the bailout possibility is really closed, at 
least as to the boot the transferor might have retained on the reor- 
ganization. The liquidation will still get capital gain treatment. A 
better way to avoid the bailout possibility would be to require the 
transferor corporation to distribute all the boot it receives in a pro- 
posed (C) reorganization in all cases, independent of local law. This 
approach was rejected by the Advisory Group even as to those ex- 
changes that do not qualify as statutory mergers or consolida- 
tions.*** 


4. Elimination of the overlap between (C) and (D) reorgameza- 
tions 

For a transaction to qualify as a proposed (C) reorganization at 
the level we have been discussing, one additional requisite must be 
present. Neither the transferor corporation nor its shareholders, 
singly or in combination, may have control of the acquiring corpora- 
tion following the exchange.’ This requirement makes no substan- 
tive change in present law. At present, if a reorganization qualifies 


141 Advisory Group Report 63. 

142 Id. at 61. 

143 No rigid time schedule for liquidation is suggested. The Advisory Group feels some 
margin should be allowed for the transferor corporation if liquidation is necessary. Advi- 
sory Group Report 65. 

144 Advisory Group Report 65. 

145 Section 26, Proposed Bill, § 368 (a) (1) (C) (iii). . 
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under (C) and (D) definitions, the rules of the latter control.'** The 
proposed amendment would distinguish between (C) and (D) reor- 
ganizations on the presence or absence of control by the transferor 
or its shareholders after the exchange. That is how the distinction 
is made currently, though lack of control is not a specific requisite 
in present (C) reorganizations. 

In this connection, it is further intended by the Advisory Group 
that (C) reorganizations cover the so-called upstairs mergers—the 
merger of a subsidiary into a parent. The requirement that neither 
the transferor nor its shareholders be in control of the transferee 
would not be violated, since a parent corporation cannot be deemed 
to ‘‘control’’ itself under current concepts of control which are de- 
fined in terms of stock ownership."** 


B. Tue TRANSFEREE CoRPORATION 


1. The acquired properties and consideration therefor. The trans- 
feree corporation must acquire in one transaction ‘‘substantially 
all’’ of the properties of the transferor. This represents no change 
in current law.’** The Advisory Group did not suggest the trans- 
feree corporation be given the six-months margin in a (C) reorgan- 
ization that was proposed in the case of (B) reorganizations. Pre- 
sumably the reason is that here the transferee corporation does not 
have to deal with dissident stockholders, and the exchange, if it can 
be accomplished at all, will take place all at once. It would not have 
done violence to the theory of reorganizations however had the Ad- 
visory Group allowed for some little time to pass in which substan- 
tially all the assets could be acquired, especially in view of the tight- 
ened boot provisions at the shareholder level of the transferor cor- 
poration. 

The consideration that may pass to effectuate a proposed (C) re- 
organization has been discussed at length from the standpoint of the 
transferor corporation and its shareholders and will not be repeated 
here. It will be recalled that only 50 per cent of the consideration 
need consist of stock of the transferee and that for purposes of con- 
sideration, any liabilities of the transferor assumed by the trans- 
feree will be disregarded. 

2. Basis problems. As under present law, the basis of the property 


146 ILR.C. § 368(a) (2) (A) (1954). 

147 Advisory Group Report 68. 

148 Section 368(a)(1)(C) (1954) is continued in this regard in Section 26, Proposed 
Bill, § 368(a) (1) (C). What constitutes ‘‘ substantially all,’’ however, is beyond the scope 
of this paper. 
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received by the transferee corporation would be the same as it had 
while held by the transferor corporation, increased by any gain 
recognized to the latter.1** Since the Advisory Group in its amend- 
ment to section 361 has made it possible for the transferor corpora- 
tion to avoid the tax even when part of the gain is represented by 
liabilities assumed by the transferee, the normal result will be that 
acquiring corporations will be unwilling to take a basis less than 
their cost. The same will be true where the transferor corporation 
is collapsible, or at least has substantial amounts of appreciated 
property. 

If the transferor corporation has to surrender cash up to 50 per 
cent of the total consideration, but face the possibility that the gain 
to the transferor will go unrecognized, in the normal course such 
exchanges will be discouraged. Where, however, the acquiring cor- 
poration has available losses, either currently or by way of carry- 
back, to offset the gain it might otherwise have recognized on dis- 
position of the acquired property, it becomes a policy decision as to 
whether it is better to have the accumulated gain taxed to the trans- 
feror corporation or to the transferee. Perhaps the existence of 
losses should not be considered as vital, especially since the losses 
might eventually be incurred by the transferor corporation had the 
exchange never occurred.’ Certainly under the present scheme, 
room is given for skillful tax planning, leaving the parties some con- 
trol over when and on whom a tax,will fall. 

3. Further constriction of the Groman and Bashford rules. Ear- 
lier in this discussion of (C) reorganizations it was pointed out that, 
although the 1954 Code changed certain aspects of the Groman and 
Bashford doctrines,” in at least two respects those rules are still 
viable: first, where the transferee corporation gives up its own vot- 
ing stock and stock of its parent as consideration for the assets re- 
ceived from the transferor; second, where the transferee corpora- 
tion assumes liabilities of the transferor, but subsequently transfers 
the assets to a subsidiary, retaining responsibility for the assumed 
liabilities, or where the subsidiary receives the assets directly, but 
its parent assumes the liabilities.’ 

Under proposed section 368(e), if an exchange otherwise qualifies 
as a (C) reorganization, it will not be disqualified by reason of all 
or part of the consideration being stock of a corporation in control 
of the transferee, or by reason of a subsequent transfer to a subsidi- 


149 Section 362(b) (1954) is continued in Section 25, Proposed Bill, § 362(b) (1). 

150 Such at least is the view of two commentators, See note 130 supra. 

151 Groman v. Comm’r, 302 U.S. 82 (1937) ; Helvering v. Bashford, 302 U.S. 454 (1938). 
152 See notes 106 and 107 supra. 








14: 


had 
‘ain 
nd- 


ra- 


hat 
an 
ion 
ted 


er 
iin 


Cr w= YW 


—— EE = 








1959] PROPOSED DEFINITIONAL CHANGES IN REORGANIZATIONS 183 


ary of all or a part of the assets received by the parent-transferee.™ 
Assumed liabilities, as we have seen, would be totally disregarded 
as bearing on qualification as a proposed (C) reorganization.’™ 
Taken together, these changes would erase the last traces of the 
Groman and Bashford rules in the ease of (C) reorganizations. Con- 
sistent with this, the terms ‘‘acquiring corporation’’ and ‘‘a party 
to a reorganization’’ would include both the parent and the sub- 
sidiary, as each case would require.’ The inter-corporate basis 
adjustments that are necessitated by these manipulations have been 
discussed under a similar heading in (B) reorganizations and will 
not be repeated here.*”® 

4. Prior ownership of stock in transferor. The proposed amend- 
ment would specifically make prior ownership of stock in the trans- 
feror by the transferee irrelevant for purposes of the proposed (C) 
reorganization.’*’ This incorporates the position the Commissioner 
has taken under the 1954 Code which, as pointed out earlier, was 
extrapolated from the parenthetical clause in present section 368 


(a) (1) (B).** 
D-Tyrr REORGANIZATIONS 


BackGROUND 

1. Continuity of interest and control. Unlike the statutory meta- 
morphosis which marked the development of (B) and (C) reorgan- 
izations, the definition of (D) reorganizations remained constant 
from its first appearance in 1924 *® until changes were made by the 
1954 Code.” On the conceptual level, the types of reorganizations 


153 Section 26, Proposed Bill, § 368(e) (1) and (2), the text of which appears in note 84 
supra. 

154 Section 26, Proposed Bill, § 368(a) (2) (B), quoted in note 115 supra. 

155 See note 153 supra. 

156 See notes 91 and 92 supra. 

157 Section 26, Proposed Bill, § 368(a)(2)(C) provides: ‘‘For purposes of paragraph 
(1) (C), the determination of whether 50 percent or more of the consideration received by 
the transferor corporation consists of stock of the acquiring corporation shall be made 
without reference to the fact that prior to the transfer the acquiring corporation, or a cor- 
poration in control of the acquiring corporation, owns stock or securities in the transferor 
corporation. ’? 


158 See note 108 supra. 
159 Revenue Act of 1924, Sec. 203(h) (1) (B), 43 Svar. 257: ‘‘a transfer by a corporation 


of all or a part of its assets to another corporation if immediately after the transfer the 
transferor or its shareholders or both, are in control of the corporation to which the assets 
are transferred.’’ This definition was repeated in section 203(h)(1)(C) of the Revenue 
Act of 1926, 44 Srar. 14, in section 112(i) (1) (C) of the Revenue Acts of 1928, 45 Srar. 
818, and 1932, 47 Srat. 198, in section 112(g)(1)(C) of the Revenue Acts of 1934, 48 
Sra. 705, 1936, 49 Stat. 1681, and 1938, 52 Star. 489, and in section 112(g) (1) (D) of 
the Internal Revenue Code of 1939, 53 Star. 40. 

160 Section 368(a)(1)(D) (1954) presently defines (D) reorganizations. The defini- 
tional changes made by the 1954 Code are discussed later in this part. 
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which have been discussed earlier involve corporate amalgamation, 
while the rules of (D) reorganizations govern corporate fission. 

Prior to 1954, a (D) reorganization was defined as the transfer by 
one corporation of all or a part of its assets to another corporation 
if thereafter the transferor corporation, its shareholders, or both, 
controlled the transferee.’* Control was, as it is at present, owner- 
ship of at least 80 per cent of all classes of stock.*** The continuity- 
of-interest principle, which has been seen to emerge as both the ra- 
tionale for, and the prerequisite to, a tax-free reorganization, was 
applied in (D) reorganizations by the courts. The statute itself was 
silent on the consideration that must pass from the transferee cor- 
poration, if any. The courts were satisfied that the transferor corpo- 
ration or its shareholders retained a ‘‘definite and substantial’’ in- 
terest in the transferee if (1) the shareholders who are counted for 
control purposes remained shareholders of the transferor corpora- 
tion after the plan of reorganization was completed,’ and (2) a 
substantial number of the shareholders of the transferor partici- 
pated in the plan of reorganization." 

The effect of the first requirement was to block the tax-free status 
of those corporate readjustments which involved the splitting of a 
going business into two separate corporations, with some share- 
holders of the transferor retaining one, the others becoming owners 
of the new business. This result was achieved because in the division 
one group of shareholders of necessity had to turn in their stock of 
the transferor to get the new stock of the transferee. After doing so, 
they were, of course, no longer shareholders of the transferor for 
control purposes.’ 


161 See note 159 supra. 

162 I.R.C, § 112(h) (1939). 

163 Weicker v. Howbert, 103 F.2d 105 (10th Cir. 1939) ; Morgan v. Helvering, 117 F.2d 
334 (2d Cir. 1941) ; Case v. Comm’r, 103 F.2d 283 (9th Cir. 1939) ; Giles E. Bullock, 26 
T.C, 276 (1956), aff’d, 58-1 U.S.T.C. 9418 (2d Cir. 1958). Where, however, the transferor 
corporation is liquidated, as in the case of a split-up, apparently the only requirement was 
that a substantial number of the shareholders of the transferor participate (see note 164 
infra). The continuity of interest is deemed satisfied provided the shareholders of the liqui- 
dated transferor retain an interest in the transferee corporation or corporations. 

164 In Reilly Oil Co. v. Comm’r, 189 F.2d 382 (5th Cir. 1951), 70 per cent of the share- 
holders participated ; in Toklan Realty Corp. v. Jones, 58 F.Supp. 967 (W.D. Okla, 1944), 
and in Pebble Springs Distilling Co., 23 T.C. 196 (1954), aff’d, 231 F.2d 288 (7th Cir. 
1956), 75 per cent of the shareholders participated; in Western Massachusetts Theatres, 
Ine. v. Comm’r, 236 F.2d 186 (1st Cir. 195€), 67 per cent of the shareholders participated. 
In all these cases the court found a reorganization. However, in Civic Center Finance Co. 
v. Kuhl, 83 F.Supp. 251 (E.D. Wis. 1948), aff’d per curiam, 177 F.2d 706 (7th Cir. 1949), 
less than 50 per cent of the shareholders participated, and the Court found that a (D) re- 
organization was not achieved. 

165 The cases cited in note 163 supra all involved this type of situation. 
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The 1954 Code made changes in both the requirements the courts 
demanded. On the matter of control, it was specifically made proper 
to count those persons who were shareholders of the transferor cor- 
poration before the exchange, even if thereafter they no longer 
were.'® As to how many shareholders of the transferor corporation 
need participate in the reorganization, the 1954 Code clearly pro- 
vides that only ‘‘one or more”’ is required to have control of the 
transferee.’ Taken literally, this last provision could water the con- 
tinuity-of-interest principle far below the point courts have al- 
lowed."®* It has been suggested that the judges will interpret this 
provision consistently with the continuity-of-interest doctrine, es- 
pecially since Congress has manifested its adherence to that prin- 
ciple in (B) and (C) reorganizations, and that the (D) reorganiza- 
tion will not be allowed to become a device for the tax-free departure 
of too many shareholders of the transferor corporation.’ 

There was no requirement under the pre-1954 law that the share- 
holders of the transferor corporation receive stock in the transferee 
in a ratio akin to their holdings in the transferor.’ Nor is there 
such a requirement today.’™ A non-pro rata distribution of stock of 
the transferee may, however, result in a gift or compensation to the 
shareholders, who after the distribution hold more stock, from the 
shareholders who thereafter own less or from the transferor corpo- 
ration itself.?” 

On the matter of control, formal issuance of stock certificates is 
not necessary. Realities of control prevail.’** Control must however 
be direct.1* Furthermore, the control may not rest in creditors of 
the transferor corporation,’ but if the creditors are at the same 
time shareholders of the transferor, then all the stock of the trans- 
feree they receive may be counted for control purposes.’” 


166 I.R.C. § 368(a) (1) (D) (1954). 

167 Ibid. 

168 See note 164 supra. 

169 This view is expressed in 3 MERTENS, FEDERAL INCOME TAXATION § 20.91, 358 (1957 


ed.). 
en Weicker v. Howbert, 103 F.2d 105 (10th Cir. 1939) ; Roosevelt Investment Corpora- 
tion, 45 B.T.A. 440 (1941). 

171 See S, Rep. No. 1622, 83d Cong., 2d Sess. 274 (1954). 

172 Ibid. Also Reg. Sec. 1.351-1(b) (1) (1955), which presents a similar solution in the 
case of transfers to controlled corporations. 

178 Scientific Instrument Co., 17 T.C. 1253, 1258 (1952), aff’d per curiam, 202 F.2d 155 
(6th Cir. 1953). 

174 Rey. Rul. 56-613, 1956-2 Cum. BULL. 212. See note 25 supra. 

175 Helvering v. Southwest Consolidated Corp., 315 U.S. 194 (1942); Stollberg Hard- 
ware Co., 46 B.T.A. 788 (1942) ; Ernst Kern Co., 1 T.C. 249 (1942). 

176 Comm’r v. Huntzinger, 137 F.2d 128 (10th Cir. 1943), reversing 46 B.T.A. 869 (1942). 
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There is not, and has not been, any statutory requirement that 
the transferor corporation receive stock from the transferee in ex- 
change for all or a part of the assets of the transferor. Thus, if the 
transferor corporation already controls the transferee, it may shift 
all or part of its assets to the controlled corporation and then dis- 
tribute the stock it already holds in the transferee to its sharehold- 
ers. This transaction, if otherwise qualifying, may constitute a (D) 
reorganization.’ 

2. Non-recognition at the shareholder level. While the sharehold- 
ers of the transferor corporation are always involved in a (D) re- 
organization (that is, if the shareholders do not participate in the 
plan, then on the corporate level there is simply a transfer to a con- 
trolled corporation governed by the rules of what is now section 
351), finding that a reorganization exists does not automatically 
mean the shareholders will escape taxation. For that purpose a non- 
recognition section must be found. Under pre-1954 law, these non- 
recognition provisions on the shareholder level passed through sev- 
eral phases of change. To understand these changes and the factors 
which motivated them, it is necessary to note three types of corpo- 
rate division that may occur in a (D) reorganization: (1) the split- 
off—where one corporation transfers part of its assets to another 
corporation in return for the latter’s stock, the transferor there- 
after exchanging this stock for its own stock held by its sharehold- 
ers; (2) the spin-off—similar to the split-off, except that the share- 
holders of the transferor need not turn in their stock of that 
corporation to receive new stock of the transferee; (3) the split-up 
—where the transferor corporation transfers part of its assets to 
one corporation and part to another, receiving back controlling in- 
terests in both, and thereafter exchanging this newly acquired stock 
for its own stock in complete liquidation.'** 

Prior to 1934, the non-recognition provisions allowed the share- 
holders tax-free status in all three types of corporate division, as- 
suming the continuity-of-interest and control requisites were satis- 
fied.1** The general non-recognition provisions on the shareholder 


A similar result was alluded to in Seiberling Rubber Co. v. Comm’r, 169 F.2d 595 (1948). 
The Commissioner has sinee accepted this view. Rev. Rul. 54-610, 1954-2 Cum. Butt. 152. 

117 Camp Wolters Enterprises, Inc., 22 T.C. 737 (1954), aff’d, 230 F.2d 555 (5th Cir. 
1956), cert. denied, 352 U.S. 826 (1957). 

178 These terms are judicially explained in Chester E, Spangler, 18 T.C. 976 (1952). 

179 Of course, the type of corporate division was intimately connected with the continuity- 
of-interest question. Cases cited in note 163 supra indicate that in the case of certain split- 
offs, that is, the vertical separation of a corporation into two separate ones with a parallel 
division of ownership, a tax-free reorganization could not be effected because the con- 
tinuity-of-interest principle expressed in terms of control was not satisfied. 
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level have always allowed tax-free status where there was an ex- 
change of transferor stock for the newly acquired transferee stock.’ 
Where, however, the shareholders of the transferor received the 
transferee stock as part of the plan of reorganization without sur- 
rendering their stock in the transferor, i.e., a spin-off, serious bail- 
out problems were created. It was possible for a transferor corpora- 
tion with sizable earnings and profits to put this accumulation in a 
new corporation in return for all its stock, then transfer this stock to 
its (the transferor’s) shareholders. In this manner, the sharehold- 
ers were able to retain an unabated interest in the business, while 
holding stock in another corporation that was merely a receptacle 
for earnings and profits. Nevertheless the pre-1934 law allowed non- 
recognition in this area.** 

The courts devised the ‘‘business purpose’’ doctrine to protect 
against these bailout possibilities. This doctrine required the trans- 
feree corporation to be more than a temporary shell and was ex- 
pected to function as a going concern motivated by a business pur- 
pose.'** Despite this judicial surveillance, Congress in 1934 dropped 
non-recognition in cases where shareholders received stock in the 
transferee without exchanging some of their stock in the transferor. 
This position in turn led to inequities, penalizing those taxpayers 
who legitimately entered into a spin-off reorganization. In 1951 a 
compromise was struck; non-recognition was once more granted to 
spin-offs, but subject to statutory restrictions.’* It must have been 
intended that both corporations involved would continue in the ac- 
tive conduct of a business, and that the corporation spun-off, the 
transferee, would not be used principally as a vehicle for bailing out 
earnings and profits.** Thereafter, the Commissioner’s rulings 


180 Section 112(b) (3) (1939), 53 Srar. 40, is a typical example: ‘‘ No gain or loss shall 
be recognized if stock or securities in a corporation a party to a reorganization are, in pur- 
suance of the plan of reorganization, exchanged solely for stock or securities in such cor- 
poration or in another corporation a party to the reorganization.’’ 

181 Revenue Act of 1924, Sec. 213(c), 43 Svat. 256 provided: ‘‘If there is distributed, 
in pursuance of a plan of reorganization, to a shareholder in a corporation a party to the 
reorganization, stock or securities in such corporation or in another corporation a party to 
the reorganization, without the surrender by such shareholder of stock or securities in such 
corporation, no gain to the distributee from the receipt of such stock or securities shall be 
recognized.’’ 

182 The fountainhead of this principle, Gregory v. Helvering, 293 U.S. 465 (1935), 
stemmed from a case similar to the bailout device sketched above. 

183 The Revenue Act of 1951, section 317, 65 Stat. 493, amended the 1939 Code by add- 
ing section 112(b) (11). 

184 Section 112(b) (11) of the 1939 Code provided: 

‘¢Tf there is distributed, in pursuance of a plan of reorganization, to a stockholder of a 
corporation which is a party to the reorganization, stock (other than preferred stock) in 
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looked to the nature of the business of the two corporations involved, 
with particular emphasis on whether it was intended that either of 
the corporations would be liquidated following the exchange.*® 

The 1954 Code attempted to clarify this entire area by making the 
definition of a (D) reorganization depend in part on the status of the 
distribution by the transferor corporation to its shareholders fol- 
lowing the transferor’s shift of all or part of its properties to the 
transferee, after which it or its shareholders had control. That sta- 
tus at the shareholder level in turn is controlled by sections 354, 355, 
or 356.1% To make certain that the rules of section 355, which are 
strict in their application, are not evaded in a (D) reorganization, 
the approach of Congress was to funnel most of the transactions 
into that section. This is achieved by requiring in a (D) reorganiza- 
tion that for the non-recognition provisions of section 354 to be ap- 
plicable, the transferee corporation acquire substantially all the 
transferor’s properties and the transferor then be liquidated.*** The 
upshot of this is that section 354 of the 1954 Code precludes non- 
recognition in almost all (D) reorganizations, except where it 
amounts to only a change in identity, form, or place of organization. 
And, of course, for this type of reorganization, there is a separate 
category, the (F') reorganizations.*** 

Section 355 is intended to cover all three types of corporate divi- 
sion referred to earlier. There is no requirement that the sharehold- 
ers of the transferor corporation.turn in their stock in the trans- 
feror in exchange for the stock of the transferee,’ nor is it 
important that the stock they receive is not proportionate to their 
holdings in the transferor.*®° But to qualify under section 355, both 


another corporation which is a party to the reorganization, without the surrender by such 
stockholder of stock, no gain to the distributee from the receipt of such stock shall be 
recognized unless it appears that 

*€(A) any corporation which is a party to the reorganization was not intended to con- 
tinue the active conduct of a trade or business after such reorganization, or 

‘* (B) the corporation whose stock is distributed was used principally as a device for the 
distribution of earnings and profits to the shareholders of any corporation a party to the 
reorganization.’’ 

185 See, for example, Rev. Rul. 270, 1953-2 Cum. Butu. 35; Rev. Rul. 54-139, 1954-1 
Cum. Butt. 105. 

186 I.R.C. § 368 (a)(1)(D) (1954) provides, ‘‘... but only if, in pursuance of the plan, 
stock or securities of the corporation to which the assets are transferred are distributed in 
a transaction which qualifies under section 354, 355, or 356.’? 

187 I.R.C. § 354(b) (1954). 

188 Under the proposed amendment, this type of reorganization would become the (A) 
reorganization. See discussion under A-TYPE REORGANIZATIONS, pp. 155-157 supra. 

189 I.R.C. § 355 (a) (2) (B) (1954). 

190 T.R.C. § 355 (a) (2) (A) (1954). 
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the transferee and the transferor corporations must meet the active 
business requirements set forth therein,™ and the transaction must 
not have been used as a bailout device.’ 

As in the case of all the reorganizations that have been discussed, 
where the shareholder receives not only the stock or securities al- 
lowed in a (D) reorganization, but also money or other property, 
then gain will be recognized, to the extent it is represented by boot, 
either as a dividend or as a gain from the exchange of a capital 
asset.?% 

While a complete analysis of sections 355 and 356 is not apposite 
to the purpose of this paper, certain aspects thereof should be 
noted to understand better the discussion of the proposed amend- 
ment which follows. There is the possibility, for example, that as 
presently written section 355 is not adequate to reach certain 
split-up situations, 7.e., where one corporation transfers all of its 
assets to two corporations, receiving from both transferees control- 
ling stock interests and thereafter liquidating. If section 355 is not 
applicable,’® then by definition there has been no (D) reorganiza- 
tion. At the level of the transferor corporation there will be no tax 
because of section 351.1** On the shareholder level, if section 355 is 
inapplicable, the liquidation of the transferor corporation will re- 
sult in a capital asset transaction,’ leaving the former sharehold- 
ers of the transferor corporation with stock in two companies, which 


191 Section 355(b) (2) (1954) defines an active business as one actively engaged in for 
five years previous to the distribution and not acquired in a transaction where gain or loss 
was recognized. See Reg. Sec. 1.355-1(¢) and (d) (1)—(16) (1955) for the Commissioner’s 
interpretation of these provisions. 

192 T.R.C. § 355(a) (1) (B) (1954) provides, ‘‘the transaction was not used principally 
as a device for the distribution of the earnings and profits of the distributing corporation 
or the controlled corporation or both....’’ The fact that the shareholders of the transferor 
thereafter sell their stock will not in any way be determinative of the forbidden purpose, 
except if in pursuance of an arrangement negotiated or agreed upon before the distribu- 
tion. 

193 I.R.C. § 356(a) (1) and (2) (1954). If securities are involved in the exchange and 
the principal amount of the securities received exceeds that of those turned in, or if securi- 
ties are received and none turned in, the excess in either case will be deemed boot property 
to the extent of fair market value. I.R.C. § 356(d) (2) (C) (1954). 

194 Advisory Group Report 50-51. 

195 As, for example, when the transferee or transferees do not meet the five-year active 
business requirement of section 355(b) (1) and (2) (1954). Section 354 (1954) would not 
apply because there is more than one transferee. See note 228 infra. 

196 I.R.C. § 351 (1954) provides, ‘‘no gain or loss shall be recognized if property is 
transferred to a corporation by one or more persons solely in exchange for stock or securi- 
ties in such corporation and immediately after the exchange such person or persons are in 
control... of the corporation.’’ 

197 I.R.C. § 331 (1954). But cf. Reg. Sec, 1.301-1(1) (1955). See also note 199 infra. 
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may represent in great part earnings and profits of the transferor 
under a new corporate roof. 

Beyond this, the boot provisions of the 1954 Code come into opera- 
tion only when there is a distribution of stock to, or an exchange of 
stock or securities with, the shareholders of the transferor corpora- 
tion.*** Thus, where X owns controlling interests in two corpora- 
tions, A and 7, and T corporation transfers all its operating assets 
to A corporation as a contribution, and JT corporation then liqui- 
dates, X will presumably get capital gain treatment on the liquida- 
tion while retaining an undiluted interest in the assets of the trans- 
feree corporation. As the current law is phrased, it is difficult to 
conclude there has been a (D) reorganization, because such a situa- 
tion does not fall squarely within sections 354 or 355. 

Assuming, however, a court would hold that such a transaction 
could constitute a (D) reorganization, it cannot be said X received 
‘*boot’’ in the exchange, since he received no non-recognition prop- 
erty along with the money. Yet if part of X’s receipts on the liquida- 
tion came from the earnings and profits account of the transferor, it 
would appear that they should be designated boot.’ Similarly, in 
the case of a split-up which does qualify under section 355, while 
there is a reorganization, the boot provisions are never reached since 
the property received by the shareholders of the transferor consists 
entirely of non-recognition property, that is, stock in two or more 
corporations.?” . 

In connection with the boot provisions of current law, there is an 
apparent weakness in the case where the boot distribution under sec- 
tions 355 and 356 represent in part payment of arrearages in inter- 
est on securities held by the stock-security holders of the transferor 
corporation. The cases have held that that portion of the boot which 
represents the interest payments is not reached by the ordinary in- 
come rates because it is not a dividend, and the statute only purports 
to reach distributions having the effect of a dividend. Accordingly, 


198 I.R.C. § 356 (a) (1) (B) (1954) provides, ‘‘... the property received in the exchange 
consists not only of property permitted ..., but also of other property or money....’’ 

199 The Commissioner might, of course, argue that in reality the liquidation in part repre- 
sents a distribution of earnings and profits as a dividend. At least in his Regulations he has 
arrogated that position to himself. See Reg. Sec. 1.301-1(1) (1955). Such an argument has 
precedent. In Bazely v. Comm’r, 331 U.S. 737 (1947), the taxpayer scrupulously followed 
the reorganization definition as well as the boot provisions. The taxpayer received only 
non-recognition stock and securities. Nevertheless, as to the latter, the Supreme Court found 
them equivalent to a dividend. As will be seen in the discussion of the proposed amendment, 
the suggested changes would preclude the courts having to rely on verbal acrobatics in this 
type of situation. 

200 Advisory Group Report 54. 
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the boot is treated in this circumstance as gain from the exchange of 
a capital asset.** 

3. Reincorporation. To give themselves power to control the na- 
ture of a gain on a corporate distribution or to precipitate a trans- 
action on which loss will be recognized, while at the same time re- 
taining an interest in the operative assets of their corporation, 
shareholders have tried to find ways around the non-recognition and 
possible dividend impediments of the (D) reorganization. The route 
commonly followed is to liquidate the corporation, have the share- 
holders drain off the liquid assets they want at capital gain rates, or 
suffer a capital loss, as the case may be,” and with the operative 
assets create a new corporation tax-free.” If, instead, the corpora- 
tion had transferred its operative assets to a new corporation in 
exchange for stock and the transferor corporation then distributed 
the new stock to its shareholders, along with money, no gain or loss 
would be recognized on the stock received by the shareholders, and 
the boot could be reached as a dividend if that were its effect, the en- 
tire series of transactions qualifying as a (D) reorganization. 

With little exception, these attempts to circumvent the non-recog- 
nition and boot provisions in (D) reorganizations have been note- 
worthy for their failure. The cases have consistently held that if the 
effect of a given set of events is a (D) reorganization, that is how it 
will be treated, regardless of the form in which it is cast.?°* Of course, 
if an essential element of a (D) reorganization is lacking, such as 
control, there is no basis on which to equate the course followed with 
a (D) reorganization.*® It was this judicial alertness which led the 
drafters of the 1954 Code to conclude that no statutory provision on 
the matter of reincorporation was necessary.” 


201 Comm’r vy. Carman, 189 F.2d 363 (2d Cir. 1951) ; Comm’r v. Capento Securities Corp., 
140 F.2d 382 (1st Cir. 1944); United Gas Improvement Co., 25 T.C. 229 (1955). This 
approach, based on the statutory provision that only distributions having the effect of a 
dividend in a reorganization will be taxed at ordinary income rates, cuts the other way as 
well. Where the distribution is in partial liquidation or redemption, but it is accompanied 
by a reorganization, it has been held that any boot distributed will be treated as a dividend 
to the extent of gain, if there are earnings and profits to cover it. See note 55 supra. 

202 T.R.C. § 331 (1954), except, of course, if the corporation liquidated is collapsible. 

203 T.R.C. § 351 (1954). 

204 Survaunt v. Comm’r, 162 F.2d 753 (8th Cir. 1947); Wm. M. Liddon, 22 T.C. 1220 
(1954), aff’d, 230 F.2d 302 (6th Cir. 1956) ; Lewis v. Comm’r, 176 F.2d 646 (1st Cir. 
1949) ; Bard-Parker Co. v. Comm’r, 218 F.2d 52 (2d Cir. 1954), cert. denied, 349 U.S. 906 
(1955) ; Becher v. Comm’r, 221 F.2d 252 (2d Cir. 1955). The leading case allowing the 
device to be used is United States v. Arcade Co., 203 F.2d 230 (6th Cir. 1953), cert. denied, 
346 U.S. 828 (1953). The Court of Appeals for the Sixth Circuit has since moved away 
from the position it took in Arcade. See Liddon v. Comm’r, 230 F.2d 304 (6th Cir. 1956). 

205 Austin Transit Inc., 20 T.C. 849 (1953). é 

206 H.R. 8300, 83d Cong., 2d Sess. 357 (1954). See also Conference Report, H.R. Rep. No. 
2543, 83d Cong., 2d Sess. 41 (1954). 
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THE Proposep AMENDMENT 7" 
A. GENERAL 

The Advisory Group directed its drafting of the proposed (D) re- 
organization provisions to reach the two chief weaknesses of the 
1954 Code: (1) lack of statutory coverage of the reincorporation 
area; and (2) possible bailout devices inherent in current treatment 
of boot and the present interdependence of a (D) reorganization 
with the qualification of subsequent distributions under sections 
354, 355, or 356.7% 

Unlike the proposed changes in (B) and (C) reorganizations, 
there is no necessity to discuss the (D) reorganization from the 
standpoint of the transferee corporation. Of course, to the extent 
the proposed amendment changes the treatment of the corporation 
whose assets are transferred or its shareholders in the proposed (D) 
reorganization, direct effect will be had on the basis of the acquired 
assets in the transferee. But the pivotal points in a (D) reorganiza- 
tion are the transferor corporation and its shareholders, and what 
follows is oriented to the changes that are proposed on those levels. 

Preliminarily, the proposed (D) reorganization requires that 
there be a transfer of all or a part of the assets of one corporation to 
another and that thereafter the transferor corporation, one or more 
of its stockholders, or both, be in control of the transferee corpora- 
tion. The shareholders of the corporation, whose assets are trans- 
ferred, who may be counted for control purposes need not continue 
to be its shareholders after the reorganization is completed,” and 


207 Section 26, Proposed Bill, § 368(a) (1): 

ce 

**(D) a transfer, whether by statutory merger or consolidation or otherwise, of all or a 
part of the properties of one corporation to another if— 

**(i) immediately after the transfer the corporation whose properties are transferred 
or one or more of its shareholders, or any combination thereof, is in control of the acquir- 
ing corporation, 

**(ii) if the transfer is not by statutory merger or consolidation, the corporation 
whose properties are transferred is completely liquidated as a part of the plan pursuant to 
which the transfer is made (whether such complete liquidation precedes, accompanies, or 
follows the transfer), and 

*¢ (iii) no part of such plan constitutes a distribution of stock or securities to which 
section 355 (or so much of section 356 as relates to section 355) applies.’ 

208 See note 186 supra. 

209 Section 26, Proposed Bill, § 368(a)(2)(A) provides: ‘‘The requirements of para- 
graphs... (1) (D) (i) with respect to the existence of control shall be satisfied if such con- 
trol exists at the times specified therein whether or not such control previously existed.’’ 
Proposed § 368(a)(2)(D) then states: ‘‘As used in paragraph ... (1)(D) the term 
‘shareholders’ includes persons who were shareholders immediately before the transfer or 
immediately before the liquidation referred to therein. ’? 
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only ‘‘one or more’’ of the shareholders need have that control,”° 
which continues to be ownership of at least 80 per cent of all classes 
of stock.”** The caveat expressed on the allowance of ‘‘one or more’’ 
of the transferor’s shareholders having control after the plan of re- 
organization is completed, as it bears on the continuity-of-interest 
doctrine under current law, is equally applicable to the parallel pro- 
visions which appear in the proposed amendment.”"” 


B. Criosine THE BarLout PossiBiLitTies 


1. Protecting section 355 in the split-up situation. The 1954 code 
qualifies a transfer of all or a part of the assets of one corporation 
to another as a (D) reorganization only if the subsequent distribu- 
tion by the transferor corporation to its stock or security holders 
qualifies under sections 354, 355, or 356.7 It has already been 
pointed out how in the main Congress has tried to channel these 
corporate divisions into section 355.”"* Under current law, if section 
354 or section 355 are not applicable, there is no (D) reorganization. 
Any gain or loss realized presumably will be recognized as gain or 
loss from the exchange of a capital asset. 

This dependence in the 1954 Code definition of a (D) reorganiza- 
tion on section 355 is subject to possible weakness in the case of a 
corporate split-up. Here, following the transfer of assets at the cor- 
porate level, if the distribution from the transferor to its stockhold- 
ers or security holders does not qualify under section 355 (because, 
for example, the active-business requirement is not met), or section 
354 (because substantially all the transferor’s properties did not go 
to one transferee), there is no (D) reorganization. The transferor 
corporation could be liquidated, its shareholders receiving stock in 
two corporations, one of which might be merely a receptacle for the 
earnings and profits of the now liquidated transferor. Absent ju- 
dicial interposition, the shareholders of the transferor would thus 
be able to convert ordinary income into potential capital gain.” 

The proposed amendment would forestall this type of arrange- 


210 Section 26, Proposed Bill, § 368(a) (1) (D) (i). 

211 Id. § 368(c). 

212 See note 169 supra. 

218 I.R.C. § 368(a) (1) (D) (1954). See note 186 supra. 

214 Section 354(b) (1954) withdraws the non-recognition benefits of section 354(a) in 
a D-type reorganization unless the transferee corporation acquires ‘‘substantially all’’ 
the transferor’s properties (section 354(b)(1)(A)) and thereafter the transferor corpo- 
ration distributes all of its properties in exchange for its stock, t.e., complete liquidation 
(section 354(b) (1) (B)). . 

215 See note 199 supra, however. 
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ment by two changes in the law. The first, going to the question ‘‘is 
there a reorganization,’’ would make failure of the distribution to 
qualify under section 355 a requisite part of the proposed (D) defi- 
nition.”* The purpose here is to divorce section 355, which can take 
care of itself, from the (D) reorganization. The result would be that 
a corporate division, though not qualifying under section 355, might 
still be a reorganization. 

The second change, going to the question of boot, is simply an ex- 
tension of the first; that is, assuming the split-up does not qualify 
under section 355 but does constitute a (D) reorganization as pro- 
posed, the receipt by the shareholders of the transferor of stock in 
the transferees would presumptively be tax-free under the general 
non-recognition rules of section 354(a). This non-recognition would 
be denied, however, if stock in more than one corporation a party to 
a reorganization is received by the shareholders of the transferor.** 
The proposed boot section would then provide that if section 354 
would have granted non-recognition but for the fact that stock in 
more than one corporation a party to the reorganization had been 
received, then gain will not be recognized as to that stock which has 
the higher fair market value; the rest of the stock will be deemed 
boot.7"8 

Earlier parts of this paper have been given over to a discussion 
of the proposed treatment of boot. It will be recalled that boot would 
be taxed apart from any realized gain, either as a dividend, a distri- 
bution in redemption or partial liquidation,””® or as payment of in- 
terest on securities.” If the distribution has the effect of none of 


216 Section 26, Proposed Bill, § 368(a) (1) (D) (iii). 

217 Section 19, Proposed Bill, § 354(a) (2) (B) provides, ‘‘in the case of an exchange in 
pursuance of a plan of reorganization within the meaning of section 368(a) (1) (D), there 
is received stock in more than one corporation a party to the reorganization,’’ then the 
non-recognition rule of section 354(a) (1954) shall not apply. 

218 Section 21, Proposed Bill, § 356(f) provides, ‘‘if (1) section 354 would apply to an 
exchange in pursuance of a plan or reorganization within the meaning of section 368 (a) 
(1) (D) but for the fact that (2) the property received in the exchange consists of stock in 
more than one corporation a party to the reorganization, then, for purposes of subsections 
(a) and (b) of this section [for text of which see note 50 supra], the stock so received (of 
any such corporation) which has a fair market value greater than the stock so received of 
any other such corporation or corporations shall be treated as property permitted by sec- 
tion 354 to be received without the recognition of gain or loss, and the stock so received of 
such other corporation or corporations shall be treated as other property.’’ 

219 Section 21, Proposed Bill, § 356(b) (1) (A) (i), (ii), and (iii). See note 50 supra for 
the text of this provision. 

220 Section 21, Proposed Bill, § 356(b) (2) (A) provides, ‘‘So much of such other prop- 
erty or money received in exchange for securities as has the effect of a payment of interest 
accrued thereon since the date of acquisition of the securities by the recipient (or by a 
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these, it will go first to reduce the basis of the stock exchanged and 
beyond that as gain from the sale or exchange of a capital asset.” 

Thus by the simple technique of separating section 355 from the 
definition of a (D) reorganization, while broadening the concept of 
what may be boot, the Advisory Group has cured a possible defi- 
ciency in current law. 

2. Statutory mergers and consolidations in proposed (D) reor- 
ganizations. In addition to deleting the requirement that a distri- 
bution following a transfer of all or part of the transferor’s proper- 
ties to another corporation must qualify under section 355 in order 
to constitute a (D) reorganization, the Advisory Group would also 
strike the present requirement that the distribution need qualify 
under section 354. What is now section 354(b) would also be elim- 
inated. While this approach has solved one problem, as has just been 
seen, it raises a different one. 

Under current law, most corporate divisions pursuant to a (D) 
reorganization do not qualify for non-recognition at the shareholder 
level under section 354 because of the operation of section 354(b). 
This latter section denies the non-recognition initially granted by 
section 354(a) in a (D) reorganization unless the transferee corpo- 
ration acquires ‘‘substantially all’’ the transferor’s properties and 
the transferor corporation thereafter liquidates.?” 

But the Advisory Group would drop what is now section 354(b). 
If nothing more were proposed, a serious bailout possibility would 
be thus created, especially when it is remembered that failure of the 
distribution to qualify under section 355 would be an integral part 
of the proposed (D) definition. A way would be opened to taxpayers 
to circumvent section 355 and at the same time get non-recognition 
as shareholders of a corporation a party to a (D) reorganization. 

To avoid this patent bailout possibility, the drafters of the pro- 
posed bill have relied on the concept of statutory mergers and con- 
solidations, that is, unless the transferor corporation merges into 
or consolidates with the transferee or, as an alternative, liquidates, 
there will be no proposed (D) reorganization.*** What has been ad- 
vanced then is a substitution of the ‘‘substantially all’’ the proper- 
ties and liquidation test of present section 354(b) with a ‘‘statutory 
merger-consolidation’’ or liquidation test. Furthermore, this new 


person from whom the recipient acquired the securities in a transaction in which no gain 
or loss was recognized) shall, to the extent of its fair market value, be treated as interest 
income to the recipient as provided in section 61 (a) (4).’’ 

221 Section 21, Proposed Bill, § 356(b) (1) (B). 

222 T.R.C. § 354(b) (1954). 

228 Section 26, Proposed Bill, § 368(a) (1) (D) and (D) (ii). 
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test would be a part of the definition of a (D) reorganization rather 
than an exception to the general non-recognition provision.** This 
last, a drafting technique, is to cure the ‘‘confusion and complexity’’ 
which presently attends the determination of whether a tax-free (D) 
reorganization is achieved by a given set of events.*” Presumably 
the ‘‘confusion and complexity’’ arises from the necessity of turn- 
ing to section 354(b) of the 1954 Code after a (D) reorganization is 
prima facie achieved under section 368(a)(1)(D). 

When one considers that under the proposed definition it would 
be necessary to consult local law to determine whether a statutory 
merger or consolidation was made out, the question arises if this is 
indeed a simplification of the law. Beyond this, however, the Ad- 
visory Group has sought uniformity in the area of corporate reor- 
ganizations by deleting statutory mergers and consolidations as a 
separate reorganization category.*** The wisdom of this is obvious 
in view of the variations between the several jurisdictions on the law 
of mergers and consolidations.”’ By making (D) reorganizations 
depend in great part on local law, the Advisory Group has forfeited 
the very uniformity which it initially sought to achieve. 

The better approach would seem to require a retention of present 
section 354(b) and a reference to it as part of the definition of a (D) 
reorganization. The ‘‘substantially all’’ the properties and liquida- 
tion of the transferor is at least a uniform test. It does not place a 
premium on whether the transaction takes place in Delaware or 
Massachusetts. It is precise enough to serve as a syndrome around 
which courts can evolve a well-defined meaning of the words ‘‘sub- 
stantially all.’’ 

Proponents of the amendment will argue that to bring back into 
the definition of the (D) reorganization a reference to qualification 
under section 354 would cripple the suggested treatment of the 
split-up situation, discussed above. That is, by making section 354 
a part of the (D) definition, all taxpayers have to do is fail to qualify 
under section 354. Since the proposed definition already makes non- 
qualification under section 355 a requisite, both sections could be 
avoided in the case of a corporate split-up, and the liquidation of the 
transferor would go off at capital gain rates, there being no reorgan- 
ization. Beyond this, the argument will go, by allowing for such easy 
circumvention of the reorganization sections in the (D) reorganiza- 


224 Ibid. 

225 Advisory Group Report 66. 
226 See note 7 supra. 

227 See note 5 supra. 
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tion, the proposed boot treatment where stock in more than one cor- 
poration is received from the liquidating transferor following a 
split-up would be rendered meaningless. It will not be reached as 
boot if in the first instance there is no reorganization. 

Such arguments have merit if section 354(b) as presently written 
were to be put back into the proposed bill. But the objection could 
simply be overcome by amending section 354(b) to provide that sub- 
stantially all of the transferor’s properties may go to more than one 
transferee. (Present law seems to require that one transferee must 
receive substantially all of the transferor’s assets.)*** If section 
354(b) were so amended, the non-recognition benefits of section 
354(a) would be open in all cases where the transferor corporation 
removed substantially all its properties to one or several transfer- 
ees. This would obviate the necessity of avoiding the non-recogni- 
tion sections in the case of a split-up. The Advisory Group’s sug- 
gestion that non-recognition be withdrawn when stock in more than 
one corporation a party to the reorganization is received could still 
be retained. This would continue possible boot treatment in such 
cases. By this expedient there would be a uniform rule in force, 
apart from local law, while at the same time maintaining adequate 
safeguards for the integrity of the reorganization sections. 

3. Boot in the proposed (D) reorganization. The boot provisions 
traditionally come into operation only when non-recognition prop- 
erty (stock or securities) is also present in the exchange.*”® In con- 
nection with its complete overhaul of the boot provisions, the Ad- 
visory Group has also suggested that possible boot treatment be 
extended to a distribution in connection with a (D) reorganization 
even though only boot property is received. 

Take the case of taxpayer A who controls two corporations. If 
one corporation transfers substantially all its properties to the 
other, retaining certain liquid assets, and then liquidates, there has 
probably been a reorganization.*® There is a good chance, however, 


228 T.R.C. § 354(b) (1) (A) (1954) provides, ‘‘the corporation to which the assets are 
transferred acquires substantially all of the assets of the transferor of such assets. ...’? 
(emphasis added) 

229 T.R.C. § 356(a)(1)(B) (1954), for example, provides that if the property received 
in the exchange consists not only of stock or securities, but other property or money, then 
realized gain will be recognized to the extent it is represented by boot. 

230 Technically, there has been no reorganization under the 1954 Code because there was 
no distribution from the transferor corporation which qualifies under section 354 or section 
355. There has ‘‘probably’’ been a reorganization in the sense that many courts would 
hold the net effect of the transaction was a (D) reorganization. See cases cited in note 204 
supra. The proposed amendment would make such a transaction a technical (D) reorgan- 
ization by providing that if all the other requisites are present, then whether the liquida- 
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that A will only pay capital gains rates on the liquidation, since he 
has not technically received ‘‘boot.’’ If A had not already controlled 
the transferee corporation and had received its stock in the distribu- 
tion from the transferor along with money, the money could be 
reached as a possible dividend. In this latter case, the money would 
be boot. To erase this possible advantage now open to those who con- 
trol more than one corporation, the Advisory Group has suggested 
making the boot provisions operative in a (D) reorganization even 
if the shareholders of the transferor corporation receive only boot 
on the subsequent distribution. Thus, if the general non-recognition 
provisions (section 354 (a)) would have applied to the distribution 
but for the fact that it consisted entirely of another property or 
money, then no gain or loss will be recognized,”*' and the boot will be 
taxed according to its true nature, apart from any gain realized.?*” 
The proposed bill would also provide for boot treatment in the 
case where stock in more than one corporation a party to a reorgani- 
zation is received by shareholders of the transferee. This change has 
been discussed elsewhere in this part and is therefore not repeated. 


C. Tue Retncorporation Area 7°? 


1. Who is the transferor. One hurdle courts had to overcome in 
holding that a liquidation-reincorporation scheme really amounted 
to a (D) reorganization *** was the language in the definition of a 
(D) reorganization which provided that the transferor of property 
be a corporation.*” The proposed amendment would drop any de- 
scription of the transferor and simply provide that there be a 
‘‘transfer’’ of all or a part of the properties of one corporation to 
another.*** The transfer could be made either by the corporation or 
by its former shareholders (in the case of a liquidation followed by a 
reincorporation) and still fit the language of the proposed (D) defi- 
nition. 


tion of the transferor corporation precedes, accompanies, or follows the transfer of assets, 
reorganization status will not be lost. See section 26, Proposed Bill, § 368(a) (1) (D) (ii), 
and discussion under C. THE REINCORPORATION AREA, pp. 198-200 infra. 

231 Section 21, Proposed Bill, § 355(a) (2) (A) and (B). 

232 This treatment of boot under the proposed amendment has been repeated several 
times in this paper and is therefore not set out here. See discussion under B-TypPr Rr- 
ORGANIZATIONS and C-TYPE REORGANIZATIONS, pp. 163-168 ; 176-179 supra. 

238 A more complete analysis of this topic may be found in MacLean, Problems of Rein- 
corporation and Related Proposals of the Subchapter C Advisory Group, 13 Tax L. Rev. 
407 (1958). 

234 See cases cited in note 204 supra. 

235 T.R.C. § 368(a) (1) (D) (1954) begins, ‘‘a transfer by a corporation. ...’’ 

286 Section 26, Proposed Bill, § 368(a) (1) (D) ; Advisory Group Report 66. 
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2. Prior liquidation of the would-be corporate transferor. The 
second impediment that faced the courts in holding a liquidation-re- 
incorporation, which was in essence a (D) reorganization, was the 
bona fides of the plan, with collateral inquiries into intent, business 
purpose, and separability of the liquidation from the reincorpora- 
tion.”** The statutory solution to this problem as proposed by the 
Advisory Group is that unless the corporation whose properties are 
transferred merges into or consolidates with the transferee corpo- 
ration under local law, it must liquidate for the transaction to qual- 
ify as a proposed (D) reorganization, and the liquidation may pre- 
cede, follow, or be contemporaneous with the transfer of assets.”** 

It seems pretty clear that taken with the proposal on who or what 
may be the transferor of the corporate assets, this provision that a 
liquidation of the corporation may actually precede, accompany, or 
follow the transfer would give the courts adequate statutory ammu- 
nition to handle the reincorporation cases if they are in the first in- 
stance convinced the entire series of events was a sham. But if a 
court is convinced otherwise, i.e., that the liquidation was not part 
of the plan pursuant to which a transfer is made, the proposed bill 
still leaves open the possible atomization of the several steps. That 
is, the law as suggested gives courts nothing they do not have by way 
of stare decisis. There is nothing objectionable, of course, in codify- 
ing existing law; but perhaps a more far-reaching solution would be 
to set up some objective tests on the matter of reincorporation. As 
one possibility, the proposed amendment could establish a one-year 
limit as to the time during which a reincorporation preceding or fol- 
lowing a liquidation will be conclusively presumed to be a (D) reor- 
ganization, unless the Commissioner is satisfied the series of trans- 
actions was not principally used to avoid federal income tax.?*® 

Opinion has already been advanced on the wisdom of the Advisory 
Group using statutory mergers and consolidations in the proposed 
(D) reorganization. To reject the use of that approach would not 
necessitate the deletion of a statutory solution to the reincorpora- 
tion problem, however. If section 354(b) is retained as the means of 


237 Thus, in United States v. Arcade Co., 203 F.2d 230 (6th Cir. 1953), the Court was 
satisfied that the liquidation carried with it no legal obligation on the part of the former 
shareholders to reincorporate and concluded that the series of transactions did not add up 
to a (D) reorganization. The courts which decided the other cases cited in note 204 supra 
were not so satisfied. 

238 Section 26, Proposed Bill, § 368(a) (1) (D) (ii) ; Advisory Group Report 66. 

239 This is the approach, generally, of section 302(¢) (2) (B) (1954) regarding complete 
termination of a stockholder’s interest by way of redemption where, in the ten years pre- 
ceding the distribution in redemption, the shareholder being redeemed has either received 
from or disposed of stock to a person whose ownership may be attributed to him under sec- 
tion 318, 
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protecting the rules of section 355 from abuse (as has been sub- 
mitted, it is a better method than statutory mergers or consolida- 
tions), the provision that the liquidation may precede, follow, or 
accompany the transfer of corporate assets could be made a part of 
it. This approach would impart the desired unity in the area of re- 
organizations, while making the time of liquidation of the corpora- 
tion whose assets are transferred irrelevant on the question of rein- 
corporation.“ 

3. Boot in the reincorporation cases. It would serve the revenues 
precious little if a court concluded that a liquidation-reincorpora- 
tion was in effect a (D) reorganization, if thereafter it could not be 
said that any money received by the shareholders of the corporation 
whose assets were transferred constituted boot. Nevertheless, this 
is a possibility under current law open to shareholders who prior to 
any transfer own controlling interests in more than one corpora- 
tion.?* 

To foreclose such a result, the Advisory Group proposes as 
amendment to section 356, the boot section, which provides in essence 
that if an exchange would otherwise qualify for non-recognition un- 
der section 354 but for the fact that the property received consists 
entirely of money or other property, then no gain or loss will be 
recognized, but the distribution will be taxed as a dividend, redemp- 
tion, partial liquidation, or interest payments on securities apart 
from any gain realized.?* This change, of course, was designed pri- 
marily to cover situations arising outside the reincorporations 
area.** Necessarily flowing from this, however, will be the increased 
possibility of reaching those schemes where the more devious route 
of liquidation-reincorporation is followed. 


E-Typrs REorGANIZATIONS 


The Advisory Group proposes no definitional changes here. The 
(E) reorganization would remain what it is today, a recapitaliza- 
tion.*** In so far as the boot and basis provisions would be changed, 
impact will be had on (EB) reorganizations should the proposed 
amendment become law. These provisions have been examined in 
several parts of this paper and are pertinent here. 


240 See discussion under 2. Statutory mergers and consolidations in proposed (D) re- 
organizations, pp. 195-197 supra. 

241 See example and discussion under 3. Boot in the proposed (D) reorganization, pp. 
197-198 supra. 

242 Section 21, Proposed Bill, § 356(a) (2) (A) and (b) (1) (A). 

243 See note 241 supra. 

244 Section 26, Proposed Bill, § 368(a) (1) (E), defines its reorganization as ‘‘a recap- 
italization,’’ 
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Concuusion 745 


Generally, the proposed amendment relaxes restrictions that have 
been present in the definition of a reorganization since 1934. In the 
case of (B) and (C) reorganizations, only 50 per cent of the consid- 
eration passing from the acquiring corporation to the transferring 
shareholder ((B) reorganization) or to the transferor corporation 
((C) reorganization) need be stock of the transferee corporation. 
Emphasis on voting stock as consideration is logically abandoned ; 
stock warrants are made stock equivalents (the wisdom of this is 
questionable). With one or two exceptions, the continuity-of-inter- 
est test remains intact, but in a form more closely related to the con- 
cepts pronounced by the courts on that subject during the 1930s. In 
the case of (B) reorganizations, the proposed amendment would 
take both transacting parties into account and would give the acquir- 
ing corporation six months to obtain required control. In the pro- 
posed (C) reorganization, liabilities assumed by the transferee cor- 
poration would be disregarded on the question whether there is a 
reorganization. The Groman and Bashford rules would be made 
totally inapplicable in (B) and (C) reorganizations. The proposed 
(D) reorganization would abandon the 1954 Code’s reliance on sec- 
tions 354, 355, or 356 as part of the (D) definition, making each sec- 
tion autonomous. 

Parallel with the liberalization of the definition relating to reor- 
ganizations, the proposed bill tightens the boot provisions. The phi- 
losophy behind the recommended changes is to treat distribution of 
boot accompanying reorganization as though no reorganization ex- 


245 Recently the ideas of the American Law Institute Tax Project on the matter of cor- 
porate reorganizations appeared in this publication. In some important aspects the present 
thinking of that group is congruous with the views of the Advisory Group. Thus, both agree 
that boot distributions in corporate reorganizations should be taxed as normal corporate 
distributions; both recognize that preferred stock meets the continuity-of-interest require- 
ment; and both recognize there is room for some relaxation of the requirements regarding 
the percentage amounts of stock the acquiring corporation in a (B) or (C) reorganization 
must surrender. The two groups also agree that some leeway should be given in the case of 
corporate amalgamations as to the time during which the acquisition is to be completed. 
Both groups seek to eliminate statutory mergers or consolidations as a separate reorganiza- 
tion category, but the ALI Tax Project does not transplant the concept to the (C) or (D) 
reorganization area. Rather, the ALI Tax Project in the case of a (C) reorganization, 
would require the transferor corporation to liquidate in all cases if tax-free status of the 
reorganization is to be retained. As to points of difference between the two bodies, the most 
obvious is the Tax Project’s view that in corporate amalgamations the shareholders of the 
acquired corporation should acquire somewhere between a five per cent and 20 per cent in- 
terest in the transferee corporation. A summary of the Tax Project’s working views is con- 
tained in Surrey, Income Tax Problems of Corporations and Shareholders: American Law 
Institute Tax Project—American Bar Association Committee Study on Legislative Re- 
vision, 14 Tax L, REv. 19-31 (1958). 
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isted. The concept of boot in a proposed (D) reorganization has been 
expanded to include the case where only money or other property is 
received or where stock in more than one corporation a party to the 
reorganization is received. 

Statutory mergers and consolidations would be deleted as a sep- 
arate category. In probably what is its most glaring weakness, how- 
ever, the proposed bill retains local mergers and consolidations as 
integral parts of (C) and (D) reorganizations, thereby neutralizing 
the benefits of uniformity achieved by striking them from the famil- 
iar (A) reorganization slot. 

By and large the suggested changes are sound. The realism of ap- 
proach, which is their outstanding hallmark, will result in as much 
benefit to the Treasury as it will to the taxpayer, should the amend- 
ment become law. The objections which have been noted, principally 
the retention of statutory mergers and consolidations as parts of 
(C) and (D) reorganizations, could be easily corrected without af- 
fecting the substance of the proposed changes. 
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The Tax Conventions Between 
the United States and Italy 


ALAN R. RADO 


g Ee are two tax conventions in effect between the United States 
and Italy; one relates to taxes on income,’ and the other concerns 
death taxes.” They were signed on March 30, 1955 and entered into 
force on October 26, 1956, when instruments of ratification were 
formally exchanged. The income tax convention became effective 
retroactively as of January 1, 1956 and applies to incomes arising on 
or after such date.* The estate tax convention took effect on October 
26, 1956 and applies to estates and inheritances of persons dying on 
or after such date.* 

The purpose of the conventions, like that of other tax conventions 
concluded by the United States, is to modify certain conflicting prin- 
ciples of taxation and thus to eliminate double taxation of the same 
income or the same estate or inheritance by both countries, or to give 
proper relief where that is not practicable. 


I. Tue Income Tax ConvENTION 


The United States tax which is the subject of the convention is the 
federal income tax, including surtaxes. The convention does not ap- 
ply to income taxes imposed by the several states of the United 
States. The Italian taxes referred to in the convention are listed as 
(1) tax on land, (2) tax on buildings, (3) tax on movable wealth, (4) 
tax on agricultural income, and (5) complementary tax.® 


ALAN R. Rapo is a member of the New York and District of Columbia Bars and of the 
faculty of New York University School of Law; practicing attorney in New York City. 

1 Convention between the United States of America and the Italian Republic for the 
Avoidance of Double Taxation and the Prevention of Fiscal Evasion with respect to 
Taxes on Income, March 30, 1955, 7 U. S. TrREaTIes AND OTHER INT’L AGREEMENTS 
2999, T.I.A.S. No. 3679. 

2 Convention between the United States of America and the Italian Republic for the 
Avoidance of Double Taxation and the Prevention of Fiscal Evasion with respect to 
Taxes on Estates and Inheritances, March 30, 1955, 7 U. S. TREATIES AND OTHER INT’L 
AGREEMENTS 2977, T.I.A.S. No. 3678. 

8 Convention, supra note 1. 

4 Convention, supra note 2. 

5 Convention, supra note 1, art, I. 
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The basic principles of the imposition of the federal income tax in 
the United States are as follows: 

United States citizens regardless of residence, resident aliens, 
that is, foreign nationals residing in the United States, and United 
States corporations are taxable on all of their income derived from 
sources within and without the United States. However, they are en- 
titled to credit against their United States tax any foreign income 
taxes levied by the country where the income has its source.® 

Non-resident aliens, that is, foreign nationals not residing in the 
United States, and foreign corporations are taxable in the United 
States only on income derived from sources within the United 
States.? However, if such non-resident aliens and foreign corpora- 
tions are not engaged in trade or business in the United States, as 
that term is defined under the Internal Revenue Code, their United 
States tax liability is further limited, and they are liable to tax only 
on so-called fixed or determinable annual or periodical income from 
sources within the United States.* Such income includes, for in- 
stance, interest, dividends, rents, salaries, wages, etc. The United 
States tax thereon is collected by withholding at the rate of 30 per 
cent. 

The foregoing United States rules of taxation of United States 
citizens, resident aliens, and United States corporations have not 
been changed by the convention. To be sure, the convention provides 
for the exemption from Italian tax or reduction of the rate of such 
tax on certain incomes received by residents or corporations of the 
United States from sources within Italy. This, however, will merely 
result in reducing the Italian taxes of such taxpayers, which for the 
most part are allowable as credits against their United States tax 
and thus increase the amount of the tax payable by them to the 
United States. 

On the other hand, the tax burden of residents or corporations of 
Italy, not residing in the United States, has been alleviated by the 
convention. In the absence of a United States permanent establish- 
ment, a concept defined by the convention, certain incomes received 
by such residents or corporations of Italy from United States 
sources have been exempted from United States tax or subjected to 
such tax at a reduced rate. In addition, Italy has agreed in the con- 
vention to allow a credit against its taxes for the tax imposed by the 
United States. 

6 LR.C. §§ 901-905 (1954). 


7 LR.C. §§ 872(a) and 882(b) (1954). 
8 I.R.C. §§ 871(a) and 881(a) (1954). 
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The following is an analysis of the principal provisions of the con- 
vention and their application to United States income tax liability. 


Busrness INcomME 


Industrial and commercial profits earned by an enterprise of one 
country from sources in the other country are not to be taxed by the 
other country unless the enterprise is engaged in trade or business 
in such other country through a permanent establishment situated 
therein.® An Italian enterprise is defined as ‘‘an enterprise carried 
on in Italy by a resident of Italy or by an Italian corporation or 
other entity.’’ 1° Under the convention, therefore, such enterprise is 
not subject to United States federal income tax unless it has a per- 
manent establishment in the United States. 

This provision of the convention represents a departure from the 
rule of the United States Internal Revenue Code that a non-resident 
alien or a foreign corporation becomes taxable on business income 
earned in the United States as soon as they engage in trade or busi- 
ness therein. The rule is liberalized under the convention, so that an 
Italian enterprise is not taxable in the United States on its indus- 
trial and commercial profits derived from sources therein, even 
though it engages in trade or business in the United States, as long 
as it does not maintain a permanent establishment therein. How- 
ever, if the Italian enterprise has a United States permanent estab- 
lishment, it becomes taxable on its entire income from sources within 
the United States. 

The concept of ‘‘permanent establishment”’ is defined in Article 
II(1)(c). After a brief affirmative statement that it means ‘‘a 
branch, office, factory, warehouse or other fixed place of business,’’ 
the convention spells out in detail what activity is not to be deemed 
a permanent establishment. None of the following is sufficient to con- 
stitute a permanent establishment: the casual and temporary use of 
merely storage facilities ; the presence of an agency, unless the agent 
has and exercises general authority to negotiate and conclude con- 
tracts on behalf of the principal or has a stock of merchandise from 
which he regularly fills orders for him; the carrying on of business 
dealings through a bona fide commission agent, broker, or custodian 
acting in the ordinary course of his business as such; maintaining a 
fixed place of business exclusively for the purchase of goods; or hav- 
ing a subsidiary corporation which is engaged in trade or business. 

At this writing, the Treasury Department has not yet issued its 


9 Convention, supra note 1, art. III(1). 
10 Convention, supra note 1, art. II(1) (g). 
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Regulations under this convention. However, interpretations of sub- 
stantially similar definitions of ‘‘ permanent establishment’’ in other 
income tax conventions to which the United States is a party enable 
us to make the following observations. 

Where an Italian enterprise maintains an agent in the United 
States merely to solicit orders for the sale of its merchandise, which 
orders are subject to the approval and acceptance of the Italian en- 
terprise, no United States permanent establishment exists." Even 
where such agent has power to contract on behalf of his principal but 
only at fixed prices and under conditions determined by such prin- 
cipal, he does not constitute a United States permanent establish- 
ment.’” Similarly, a United States agent with a showroom and sales- 
men soliciting business in the United States, but neither having nor 
exercising general authority to negotiate and conclude contracts on 
behalf of the principal, nor maintaining a stock of merchandise from 
which he regularly fills orders on his behalf, is held not to be a per- 
manent establishment.** 

On the other hand, an agent having discretionary power of attor- 
ney to purchase and sell is treated as a United States permanent 
establishment."* Also, the appointment of a distributor to effect sales 
of a manufacturer’s products in the United States was held to con- 
stitute a permanent establishment by the Tax Court of the United 
States.** 

Although the fact that an Italian corporation has a United States 
subsidiary corporation in itself does not constitute a United States 
permanent establishment of the Italian parent, the use of such sub- 
sidiary as an agent appears to be subject to the same limitations as 
the use of an agent in general. Hence, if the United States subsid- 
iary, for instance, has and exercises general authority to negotiate 
and conclude contracts on behalf of the parent or has a stock of mer- 
chandise from which it regularly fills orders on behalf of the parent, 
it will be deemed a permanent establishment of the Italian parent 
corporation. 

The main principle governing the allocation of profits to a per- 
manent establishment is that ‘‘there shall be attributed to such per- 
manent establishment the industrial or commercial profits which it 


11 Rey. Rul. 56-594, 1956-2 Cum. Buu. 1126. 

12 T.D, 5778, 1950-1 Cum. Buty. 92; T.D. 5569, 1947-2 Cum. Buu. 100; 26 C.F.R. 
§ 509.104 (b) (5) (iii) (1958). 

18 Rey. Rul. 54-588, 1954-2 Cum. Bun. 657. 

14 Rey. Rul, 55-282, 1955-1 Cum. Bunt. 634, 

18 Frank Handfield, 23 T.C. 633 (1955). 
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might be expected to derive if it were an independent enterprise en- 
gaged in the same or similar activities under the same or similar 
conditions and dealing at arm’s length with the enterprise of which 
it is a permanent establishment.’’ The profits so attributed shall, 
subject to the law of such other country, be deemed to be income 
from sources within such other country.” This principle is further 
supplemented by the general rule providing that if an enterprise of 
one country is engaged in trade or business within the other country 
through a permanent establishment, such other country may impose 
its tax upon the entire income of such enterprise from sources within 
such other country.” 

Applying the Treasury’s interpretation of identical provisions in 
other conventions concluded by the United States,’* the above allo- 
cation rule may be explained as follows: An Italian enterprise, as 
defined by Article II(1)(g) of the convention, having a permanent 
establishment in the United States, is subject to tax upon industrial 
or commercial profits from sources within the United States to the 
same extent as are non-resident aliens and foreign corporations en- 
gaged in trade or business therein under the Internal Revenue Code. 
Thus, in determining the income taxable to such Italian enterprise, 
all of its industrial or commercial profits from sources within the 
United States shall be deemed allocable to the permanent establish- 
ment in the United States, whether or not they were realized through 
such permanent establishment. 

Such profits shall be allocable, therefore, even where they have 
resulted from activities carried on by the Italian enterprise inde- 
pendently from its United States permanent establishment, as, for 
instance, from sales by the Italian enterprise of goods produced in 
Italy through a bona fide commission agent in the United States. 
Such allocation to the United States permanent establishment will 
take place even where the profits are from the sale of merchandise 
different from the line of merchandise produced or marketed 
through the permanent establishment. However, the allocation of in- 
dependently realized profits may be made only to the extent that 
such profits are ‘‘industrial or commercial profits’? and are ‘‘from 
sources within the United States.’’ *® 


16 Convention, supra note 1, art. III(3). 

17 Convention, supra note 1, art. III(1). 

18 T.D. 5778, 1950-1 Cum. Buu. 92; T.D. 5569, 1947-2 Cum. Bux. 100; 26 C.F.R. 
§ 509.105 (a) (C) (2) (1958). ; 

19 Convention, supra note 1, art. III(1). 














208 TAX LAW REVIEW [Vol. 14: 


The convention does not define ‘‘industrial or commercial prof- 
its.’’ However, from definitions of this term in income tax conven- 
tions with other countries,” and in Treasury Regulations issued 
under other conventions which do not contain a definition of this 
term (United Kingdom, The Netherlands), it appears that the 
phrase ‘‘industrial or commercial profits’’ means profits arising 
from industrial, commercial, mercantile, manufacturing, and like 
activities, but does not include income in the form of rentals, roy- 
alties, interest, dividends, fees or compensation for personal serv- 
ices. Naturally, even though such excepted items of income are not 
taxed as industrial or commercial profits under Article III, they may 
be taxed under other applicable provisions of the convention or the 
Internal Revenue Code. 

Since only industrial or commercial profits ‘‘from sources within 
the United States’’ are allocable to the permanent establishment and 
taxed under Article ITI, it will be useful to discuss the rules deter- 
mining the source of such profits. The underlying reason why only 
profits from sources within the United States are subject to alloca- 
tion to the permanent establishment is that non-resident aliens and 
foreign corporations may not be taxed in the United States on in- 
come from foreign sources.” 

The United States rules for determining the source of income 
vary, depending upon the character of such income.” It suffices to re- 
view here only the rules applicable to industrial or commercial prof- 
its, namely, the two rules for determining the source of income from 
the sale of personal property. The first rule holds that income from 
the sale of personal property which was originally purchased by 
the seller is entirely from sources within the country in which such 
property was sold.** The second rule holds that income from the sale 
of personal property produced by the seller himself is partly from 
sources within the country in which it was produced (manufacturing 
profit) and partly from sources within the country in which it was 


20 Convention between the Government of the United States of America and the Gov- 
ernment of the Commonwealth of Australia for the Avoidance of Double Taxation and 
the Prevention of Fiscal Evasion with respect to Taxes on Income, May 14, 1953, art. 
II(1)(n), 4 U.S. TREATIES AND OTHER INT’L AGREEMENTS 2278, T.I.A.S. No. 2880; 
Convention between the United States of America and the Swiss Confederation for the 
Avoidance of Double Taxation with respect to Taxes on Income, May 24, 1951, art. 
II(1) (h), 2 U.S. TREATIES AND OTHER INT’L AGREEMENTS 1755, T.I.A.S. No. 2316; Con- 
vention and Protocol between the United States of America and Canada respecting 
Double Taxation, March 4, 1942, art. II, 56 Srar. 1399, T.S. No. 983. 

21 I.R.C. §§ 872(a) and 882(b) (1954). 

22 T.R.C. §§ 861-864 (1954). 

28 T.R.C. §§ 861(a) (6) and 862 (a) (6) (1954). 
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sold (sales profit).2* Apportionment rules are in the Income Tax 
Regulations.” 

Thus, the factor determining the source of income in sales of per- 
sonal property is the place where such property is sold. The rule ap- 
plied by both the Treasury and courts at present for ascertaining 
the place of the sale is that the sale is made where the title to the 
goods, that is, the ownership and risk of loss, passes from the seller 
to the buyer.”® 

It is not possible to discuss here in detail all the ramifications of 
this ‘‘ title passage rule.’’ For our purposes it is sufficient to say that, 
apart from instances of tax avoidance,’ in the case of sales of goods 
either purchased by the seller or produced by him in Italy where the 
title passes or is presumed to pass to the United States buyer while 
such goods are in Italy, the entire profit is treated as income from 
sources within Italy. No part of such profit may therefore be allo- 
cated to the United States permanent establishment of the Italian 
enterprise, when such sale is made by the Italian enterprise inde- 
pendently from the permanent establishment. Where the sale is of 
goods which were produced by the seller in the United States 
through its permanent establishment therein, a part of the profit 
(manufacturing profit) is deemed from United States sources even 
where the sale takes place in Italy and is allocable, therefore, to the 
United States permanent establishment. 

On the other hand, if the title to the goods sold passes only after 
such goods arrived in the United States, the profit from the sale 
shall be from United States sources entirely where the goods were 
originally purchased by the Italian seller, or partly where the goods 
were produced by him in Italy. To the extent that the profit from 
such sale, even though made independently from the United States 
permanent establishment, is from sources within the United States, 
it will be allocable to such permanent establishment. 

It is very important, therefore, when an Italian enterprise has a 
United States permanent establishment and, at the same time, also 
exports to the United States independently from such permanent 
establishment, that great care be exercised in effecting such export 
sales. If the sales are accomplished in a manner that the resulting 
profit will be deemed from sources within Italy, the allocation of 


24 T.R.C. § 863(b) (2) (1954). 

25 Reg. Sec. 1.863-3 (1957). 

26 East Coast Oil Co., S.A., 31 B.T.A. 558 (1934), aff’d, 85 F.2d 322 (5th Cir. 1936), 
cert. denied, 299 U.S. 608 (1936). ‘ 

27 G.C.M. 25131, 1947-2 Cum. BuLL. 85. 
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such profit to the United States permanent establishment may be 
avoided. 

In determining the industrial or commercial profits of an enter- 
prise of one country, ‘‘no profits shall be deemed to arise from the 
mere purchase of goods or merchandise within the [other coun- 
try].’’ * This provision of the convention is in accordance with the 
earlier discussed rule of United States tax law * to the effect that 
when goods purchased by the seller are sold, the entire profit is from 
sources within the country in which such goods were sold. Thus, if 
an Italian enterprise sells in Italy goods purchased in the United 
States, the profit from such sale is not taxed here. Reciprocally, no 
Italian tax is payable if a United States enterprise purchases goods 
in Italy for sale in the United States. 

Under United States tax law, profits from the sale of goods pro- 
duced in Italy and sold in the United States are deemed derived 
partly from United States and partly from Italian sources.*® Hence, 
only that part of the sales profits which is deemed from United 
States sources is allocated and taxed to the permanent establish- 
ment of the Italian enterprise. 

The Italian law of taxation does not have any provision for alloca- 
tion of income in cases where the income-producing activities take 
place partly in Italy and partly abroad. To make such allocation pos- 
sible in cases where goods produced in the United States are sold in 
Italy by a United States enterprise, a provision has been inserted in 
the convention that United States and Italian authorities may agree 
on rules for the apportionment of industrial and commercial prof- 
its.* 

This provision underlines the fact that in determining industrial 
and commercial profits of a permanent establishment, different rules 
prevail under the laws of the two contracting countries. Differences 
in the concept of source of income have not been resolved by the con- 
vention except with respect to a mere purchase of goods. Hence, un- 
less the agreement envisaged in Article III (4) is reached, in the 
case of a sale of goods produced by a United States enterprise 
through a permanent establishment situated in Italy, the entire 
profit may be attributed to such permanent establishment under 
Italian law. As under the United States allocation rule only a part 
of the said profit is deemed to have arisen from Italian sources, the 


28 Convention, supra note 1, art. III(2). 

29 I.R.C. §§ 861(a) (6) and 862(a) (6) (1954). 
80 I.R.C. § 863(b) (2) (1954). 

81 Convention, supra note 1, art. III(4). 
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limitation of the foreign tax credit in section 904(a) of the Internal 
Revenue Code may exclude the allowance of full credit for the Ital- 
ian tax in some situations. 

Nor does the convention resolve differences between the United 
States and Italian concepts of residence. Under Italian law resi- 
dence is defined as the place in which a person habitually abides.* 
Under this definition, an alien staying in Italy for a certain duration 
of time is considered a resident even though his stay may be only 
transient in character. This concept of residence is quite different 
from the definition of residence under United States law, according 
to which a transient person is not deemed a resident. Thus, the 
question whether an enterprise is carried on by a resident of one 
country may be determined differently under Italian law and United 
States law. The difficulty resulting from this conceptual difference 
of ‘‘residence’’ is not limited to industrial and commercial profits 
but is inherent in all other provisions of the convention providing 
for tax benefits of certain types of income received by a resident of 
the United States or Italy.** 

In determining industrial and commercial profits of a permanent 
establishment, a deduction is allowed for all expenses, wherever in- 
curred, which may be reasonably allocated to the permanent estab- 
lishment, including executive and general administrative expenses. 

Article IV of the convention incorporates the principles of section 
482 of the Internal Revenue Code by providing that where an enter- 
prise of one country, by reason of its participation in the manage- 
ment or financial structure of an enterprise of the other country, 
imposes conditions different from those which would result between 
independent enterprises, profits may be reallocated and accounts be- 
tween the two enterprises may be adjusted to determine the true in- 
come of the controlled enterprise, which may be taxed accordingly. 


OPERATION OF Surps on AIRCRAFT 

An enterprise of one country deriving income from the operation 
of ships or aircraft registered in that country is not to be taxed in 
the other country.** This exemption applies, regardless of whether 
such enterprise has a permanent establishment in the other country. 
This provision incorporates the principle of sections 872(b) and 883 
of the Internal Revenue Code granting a similar exemption to earn- 


82 ITALIAN Crvin Cops, art. 43. 

88 Reg. Sec. 1.871-2(b) (1957). 

84 Convention, supra note 1, arts. VII-XVI. 
85 Convention, supra note 1, art. V(1). 
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ings from the operation of ships or aircraft registered under the 
laws of a foreign country which grants an equivalent exemption to 
United States citizens and corporations. 


Tranian Tax on CoRPORATIONS 


This tax is not mentioned among the taxes listed in Article I as 
the taxes referred to in the convention. However, Article VI, whose 
application is restricted to a tax ‘‘based on property and income,”’ 
effectively limits the imposition of this Italian tax. At present there 
is no United States tax to which this provision of the convention 
would be applicable. 

The Italian tax on corporations is imposed on capital and income 
of corporate entities. It is levied at the rate of 0.75 per cent on the 
value of corporate capital, and at the rate of 15 per cent on corporate 
income exceeding six per cent of the value of the declared capital. 
The convention limits the imposition of the tax based on capital to 
property of a United States enterprise used or employed in Italy. 
With respect to the portion of the tax based on income, the conven- 
tion provides for an exemption if the United States enterprise is ex- 
empt from Italian tax by reason of not having a permanent estab- 
lishment in Italy or is exempt from tax on its profits from the 
operation of ships or aircraft registered in the United States re- 
gardless of whether it has a permanent establishment. 


DiviDENDs 


Article VII provides that the rate of tax imposed by one country 
on dividends received from sources within such country by a resi- 
dent or corporation of the other country not having a permanent 
establishment in the first country shall not exceed 15 per cent. It 
provides further that the tax shall not exceed five per cent if the 
shareholder is a corporation controlling at least 95 per cent of the 
entire voting power of the corporation paying the dividend and if 
not more than 25 per cent of the gross income of such paying corpo- 
ration is derived from interest and dividends, other than interest 
and dividends received from its subsidiary corporations. Such re- 
duction of the tax rate to five per cent shall not apply if the primary 
purpose of arranging the relationship of the two corporations has 
been to secure such reduced rate. 

Although the provision of Article VII is reciprocal, it does not al- 
ways result in a reduction of the Italian tax on dividends. Italy does 
not subject dividends to schedular tax, namely, to the tax on movable 
wealth. Dividends are included, however, in the shareholder’s over- 
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all income, which is subject to the progressive complementary tax in 
the case of individual shareholders or to the tax on corporations in 
the case of corporate shareholders. As the latter tax is imposed at 
the rate of 15 per cent on all income in excess of six per cent of the 
capital, it may never exceed 15 per cent. 

In the United States, dividends received from sources therein by 
non-resident aliens or foreign corporations not engaged in trade or 
business within the United States are subject to a tax at the rate of 
30 per cent that is collected by withholding.** Under Article VII of 
the convention, the rate of this tax is reduced to 15 per cent if divi- 
dends are received by a resident of Italy or an Italian corporation 
not having a permanent establishment in the United States and to 
five per cent if the additional requirements outlined earlier are met. 
Under section 512.2(d) of the Treasury Decision regulating with- 
holding of tax at source under the convention,* every non-resident 
alien and every foreign corporation receiving dividends from United 
States sources, whose address is in Italy, shall be deemed to be a 
resident or corporation of Italy not having a permanent establish- 
ment in the United States and therefore entitled to the reduced 15 
per cent rate of tax, except where the withholding agent has been 
notified by the Commissioner of Internal Revenue that such reduced 
rate of withholding is not applicable. However, an Italian corpora- 
tion claiming that it is entitled to the five per cent rate of tax must 
submit to the Commissioner information enabling him to determine 
such claim. 

The term ‘‘dividends’’ is not defined in the convention. It would 
seem, therefore, that the definition of dividends set forth in the In- 
ternal Revenue Code ** should be applicable in determining liability 
for United States tax. Hence, Article VII should have no application 
to corporate distributions not considered as dividends, such as dis- 
tributions made in complete liquidation of a corporation which are 
treated ‘‘as in full payment in exchange for the stock.’’ *® 

The 15 per cent rate of tax on dividends from United States 
sources is applicable under the convention where the recipient is a 
resident or corporation of Italy engaged in trade or business in the 
United States but not having a permanent establishment therein. 
Thus, a resident of Italy engaged in trade or business in the United 
States by reason of having performed services therein is entitled 


86 I.R.C. §§ 871, 881, 1441, and 1442 (1954). 
87 T.D. 6215, 1956-2 Cum. Bux. 1105. 

88 LR.C. § 316(a) (1954). 

89 LR.C. § 331(a) (1954). 
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to the reduced rate if he has no United States permanent establish- 
ment. 

Where an Italian corporation having a portfolio of stock of United 
States corporations carries on activities sufficient to constitute do- 
ing business under the Code but does not have a United States per- 
manent establishment as defined in the convention, it will not always 
gain a tax advantage by being taxed on the gross dividends at the 
convention rate instead of being taxed under the Code on a net basis 
as a foreign corporation doing business within the United States. 
Under Code section 243, a corporate taxpayer is allowed a deduction 
of 85 per cent of the amount received as dividends from United 
States corporations. Applying the 52 per cent corporate tax rate to 
the remaining 15 per cent, the maximum tax on such dividends on 
a net income basis is 7.8 per cent. Thus, in situations where the busi- 
ness income of a corporation is relatively small, the tax on a net in- 
come basis on all income from United States sources may be less 
than 15 per cent of the gross dividend income. 

An individual taxpayer is not entitled to a deduction from divi- 
dends received. However, if a business venture of a resident of Italy 
in the United States has a net loss, his United States tax liability 
may be less if he pays tax on his net income from United States 
sources, including dividends, than if he were to pay a tax of 15 per 
cent on the gross dividends alone. 

Article VII of the convention merely provides that the rate ‘‘ shall 
not exceed 15 per cent’’ but does not in a given situation prevent the 
application of a tax rate computed under the Code if it is less than 
the convention rate. Article XIX(1) expressly declares that the pro- 
visions of the convention shall not be construed to restrict in any 
manner any benefits accorded by the laws of either of the contracting 
states in the determination of the tax imposed by them. Thus, it 
would seem that an Italian corporation may claim that its tax lia- 
bility be determined under the Code as a foreign corporation doing 
business in the United States and that the convention be disregarded 
when such a treatment would be beneficial. 

The convention does not provide for an exemption or a reduced 
rate of tax on interest received by residents of one country from 
sources within the other country. Hence, interest from United States 
sources received by Italian residents or corporations not engaged 
in trade or business in the United States remains subject to a tax of 
30 per cent collected by withholding.* 


40 I.R.C. §§ 871, 881, 1441, and 1442 (1954). 





Sia ie, -—-_~ (6X; Fon” 











1959] TAX CONVENTIONS BETWEEN UNITED STATES AND ITALY 215 


DIVIDENDS AND INTEREST Pam By ITaL1an CoRPORATIONS 


Article XIV of the convention provides that dividends and inter- 
est paid by Italian corporations are exempt from United States tax 
except where they are paid to a citizen or resident of the United 
States or a United States corporation. To the same extent, dividends 
and interest paid by United States corporations are exempt from 
Italian tax. 

Under the Internal Revenue Code,** dividends and interest paid 
by a foreign corporation constitute in whole or in part income from 
United States sources where a specified percentage of the income of 
the payor corporation was derived from United States sources. Un- 
der the convention, however, dividends and interest paid by an Ital- 
ian corporation shall be exempt from United States tax without 
regard to the percentage of its gross income from United States 
sources and even though it may engage in business in the United 
States, as long as the recipient of such dividend and interest pay- 
ments is a non-citizen and not residing in the United States or a for- 
eign corporation. 


Roya.ties 


Article VIII exempts from United States tax royalties and other 
amounts received from sources within the United States by a resi- 
dent of Italy or an Italian corporation not having a permanent estab- 
lishment in the United States as consideration for the right to use 
copyrights, patents, designs, secret processes and formulas, trade- 
marks, and other like property (including rentals and like payments 
in respect of motion picture films or for the use of industrial, com- 
mercial, or scientific equipment). The exemption is reciprocal and 
applies equally to the Italian tax on corresponding incomes. 

Article VIII provides for a complete exemption from United 
States tax which would otherwise be payable at the rate of 30 per 
cent.*? Royalties and rentals are deemed income from sources within 
the United States if paid for the use or for the privilege of using in 
the United States property enumerated in Article VIII.* 


Reat Property Rentats anD Minine Royaurties 


Article IX grants no exemption from tax or reduction in the rate 
of tax. It merely declares the principle that income from real prop- 
41 I.R.C. § 861(a) (2) (B) and (a) (1) (B) (1954). 


42 B.C. §§ 871 and 881 (1954). 
43 LLB.C. § 861(a) (4) (1954). 
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erty (not including interest from mortgages and bonds secured by 
real property) and royalties in respect of the operation of mines, 
quarries, or other natural resources shall be taxable only in the 
country in which such property, mines, quarries, or other natural 
resources are situated. However, this article must be read in con- 
junction with Article XV, wherein both the United States and Italy 
have reserved the right to tax their citizens, residents, or corpora- 
tions regardless of any other provision of the convention. Hence, 
where a citizen, resident, or corporation of the United States re- 
ceives income from real property or natural resources situated in 
Italy, such income taxable in Italy under Article IX will also be in- 
cluded in the taxable income of such taxpayers for the purpose of 
United States tax. Relief from double taxation is provided through 
the foreign tax credit under sections 901 through 905 of the Internal 
Revenue Code, that is, the Italian tax will be credited against the 
United States tax within the statutory limits. 

Where income from real property or natural resources situated 
in the United States is received by a non-resident alien or a foreign 
corporation not engaged in trade or business within the United 
States, it is subject to a tax at the rate of 30 per cent collected by 
withholding.** However, under paragraph 2 of Article IX of the con- 
vention, a resident of Italy or an Italian corporation receiving such 
income may, for any taxable year, elect to be taxed in the United 
States on a net basis as if such resident or corporation of Italy were 
engaged in trade or business within the United States through a per- 
manent establishment during such taxable year. If the election is ex- 
ercised, the individual or corporate taxpayer will be permitted de- 
ductions and credits against their gross income from United States 
sources even though they have not engaged in activities which would 
constitute being engaged in trade or business within the United 
States under the Code or under the convention. 

Under the Code, investment in real estate in itself ordinarily is 
not regarded as engaging in trade or business within the United 
States, nor does it constitute a permanent establishment under the 
convention. However, the grant of the privilege of election in Article 
IX may make it practical for an Italian corporation holding stock in 
United States corporations from which it receives dividends also to 
purchase rental real property in the United States. It would seem 
that by doing so such Italian corporation, without the necessity of 
carrying on activities amounting to doing business within the United 
States, would be in a position to exercise the election in those tax- 


44 LR.C. §§ 871, 881, 1441, and 1442 (1954). 
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able years in which, by applying the 85 per cent deduction of divi- 
dends received, it would benefit from being taxed on a net income 
basis. 


CoMPENSATION FOR PERSONAL SERVICES 


Article XI declares that compensation for labor or personal serv- 
ices, including the practice of the liberal professions, is taxable only 
in the country in which such services are rendered. This rule, how- 
ever, is not only subject to the exceptions set forth in paragraph (2) 
but is also restricted in its application by the reservation in Article 
XV, pursuant to which both the United States and Italy have re- 
tained the right to tax their citizens or residents regardless of any 
other provision of the convention. Thus, a United States resident 
will always be taxable on compensation for services performed in 
Italy but will be able to deduct from his United States tax the Italian 
tax paid. 

Article XI provides as an exception to the general rule that a resi- 
dent of Italy shall be exempt from United States tax on compensa- 
tion for personal services if he is temporarily present in the United 
States for a period or periods not exceeding a total of 90 days dur- 
ing the taxable year and if the compensation does not exceed $2,000 
in the aggregate. However, if such resident of Italy performs serv- 
ices in the United States as an employee of, or under contract with, 
a resident or corporation of Italy, he shall be exempt from United 
States tax if his stay in the United States does not exceed a total of 
90 days during the taxable year, regardless of the amount of com- 
pensation. A reciprocal exemption from Italian income tax is pro- 
vided for a resident of the United States. 

The exemption of Article XI follows the pattern of the United 
States rule contained in section 861(a)(3) of the Internal Revenue 
Code but is more liberal. In one instance, however, the Code provi- 
sion is broader, as it exempts compensation for services performed 
by a non-resident alien as an employee of, or under a contract with, 
a United States corporation if such services are performed for a 
place of business maintained in a foreign country by such corpora- 
tion, provided the compensation does not exceed $3,000. The ceiling 
applicable under the convention to compensation for such services 
is only $2,000. It may also be noted that whereas this convention lim- 
its the exemption to a stay not exceeding 90 days, some of the other 
conventions concluded by the United States set a limit of 183 days. 

Wages, salaries, and pensions paid by the Italian Government are 
governed by Article X which provides for their exemption from 
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United States tax except where they are paid to a United States citi- 
zen or a person having permanent residence status in the United 
States. A reciprocal exemption from Italian tax is provided for. 
This provision incorporates the principle contained in section 893 
of the Internal Revenue Code granting similar treatment of wages 
of employees of foreign governments which grant an equivalent ex- 
emption to employees of the United States Government. 

Article X also provides that private pensions and life annuities 
received from sources within one country by persons residing in the 
other country shall be exempt from tax in the first country. In view 
of the reservation in Article XV, this exemption from United States 
tax does not apply to pensions and life annuities received from 
United States sources by United States citizens residing in Italy. 

Articles XII and XIII contain the customary provisions relating 
to exemption from taxation under certain conditions of remittances 
received from abroad by students and business apprentices and of 
remunerations of teachers on temporary visits. 


Revimer From DovusiE Taxation 


By an express reservation in Article XV, both the United States 
and Italy have retained the right to tax their own citizens, residents, 
or corporations, regardless of any other provision of the conven- 
tion.** So as to avoid the effects of double taxation, both countries 
have agreed to allow a credit against their own tax for income taxes 
imposed by the other country. Thus, the convention adopts the prin- 
ciple of the foreign tax credit as expressed in sections 901 through 
905 of the Internal Revenue Code which, in the case of Italy, is some- 
what restricted by limiting the credit for United States tax divi- 
dends to eight per cent of the amount of such dividends. 

Under United States tax law, citizens and residents of the United 
States and domestic corporations are taxed on their global income, 
that is, on income derived from sources anywhere, but are allowed 
a credit for taxes imposed by foreign countries on such income.** 
The credit for Italian income taxes is now available under the con- 
vention. It should be noted that whereas Code section 901 speaks of 
the allowance of a ‘‘credit’’ for foreign income taxes, Article XV 
declares that the United States shall ‘‘deduct’’ from its taxes the 
Italian income taxes, but this difference in terminology is of no con- 
sequence. The ‘‘deduction’’ or ‘‘credit’’ is restricted by the limita- 


45 Except articles XII and XIII of the convention, the former of which deals with stu- 
dents and business apprentices and the latter with teachers. 
46 I.R.C. §§ 901-905 (1954). 
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tion in Code section 904 so that it may not exceed the same propor- 
tion of the United States tax which the income from Italian sources 
bears to the entire taxable income of the taxpayer. This limitation 
is substantially similar to the limitation spelled out in Article XV 
(1)(b) with regard to the credit to be allowed by Italy for United 
States tax, except with respect to dividends. 

Under Code section 901, credit is allowable for foreign ‘‘income 
taxes.’’ This term includes a tax paid in lieu of a tax on income.** 
Article XV (1) (a) allows a deduction (having the same meaning as 
‘‘eredit’’ in this context) of ‘‘Italian income taxes.’’ The enumera- 
tion of Italian taxes in Article I does not include the tax on corpora- 
tions imposed on the capital and income of corporate entities. The 
portion of this tax based on the income of corporations corresponds 
to the Italian complementary tax levied on the income of physical 
persons listed in Article I. It would seem, therefore, that such por- 
tion is an income tax within the meaning of Code section 901 and 
thus allowable as a credit against the United States tax. 

It should be noted that paragraph (1)(b) of Article XV, defining 
the corresponding credit to be allowed by Italy for United States 
income tax, provides only for a credit against the Italian taxes 
enumerated in Article I. This apparently limits the amount of the 
credit to be allowed by Italy to a proportion of the taxes listed 
therein, not including the Italian tax on corporations. 


ExcHaNnce oF INFORMATION 


The convention contains the usual clause providing for exchange 
of information between the two countries as is necessary for carry- 
ing out the provisions of the convention, for preventing fraud, or 
for the administration of statutory provisions against tax avoid- 
ance in relation to the taxes which are the subject of the convention. 
The information to be exchanged is information available under the 
respective taxation laws of the two countries. In the United States 
every withholding agent, that is, person paying over the income sub- 
ject to tax withholding, must file annually an information return 
with the Internal Revenue Service in which he must report all 
payments of interest, dividends, rent, royalties, annuities, salaries, 
and other fixed or determinable annual or periodical income paid 
to persons whose addresses are in Italy, whether or not exempt 
from tax. Besides such information which is processed in a routine 
manner, information may be furnished upon request in specific cases 


47 L.R.C. § 903 (1954). 
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by the Commissioner of Internal Revenue to the Italian Ministry 
of Finance, General Directorship for Direct Taxation, and vice 
versa. The convention provides that any information exchanged 
shall be treated as secret and shall be disclosed only for official pur- 
poses to the competent revenue authorities or courts. Information 
which would disclose any trade secret or trade process shall not be 
exchanged. 


ADMINISTRATIVE ASSISTANCE 


Article XVIII provides for assistance in the collection of taxes 
between the two countries, but only for the limited purpose of pre- 
venting the use of exemptions or reduced rates of tax by persons 
not entitled to such benefits. An instance of such assistance is given 
in section 512.3 of the Treasury Decision regulating withholding of 
tax at source under the convention.** The provision is applicable to 
a case where the recipient in Italy of a dividend from United States 
sources from which United States tax at the reduced rate of 15 per 
cent has been withheld is merely a nominee or representative of the 
beneficial owner of the shares who himself would not be entitled to 
such reduced rate. It prescribes that the recipient of the dividends 
shall withhold an additional 15 per cent, that is, the difference be- 
tween the tax rate of 30 per cent under the Code and the convention 
rate of 15 per cent. The amount so withheld shall be deposited with 
the Italian Ministry of Finance, General Directorship for Direct 
Taxation, which shall remit the amounts so deposited with it to the 
United States Internal Revenue Service. 

A taxpayer may lodge a claim with the country of which he is a 
citizen, resident, or corporation when an action of the revenue au- 
thorities of the contracting countries results in double taxation con- 
trary to the provisions of the convention. If the claim is upheld, such 
country will reach an agreement with the other country towards the 
equitable avoidance of such double taxation.* 


Il. Tae Deatu Tax ConveNTION 


In the case of the United States, the convention applies to the 
federal estate tax. It does not apply to inheritance taxes imposed 
by the states of the United States. In the case of Italy, the conven- 
tion is applicable to two death taxes, namely, an inheritance tax im- 
posed upon each beneficiary’s share of property received from the 


48 T.D. 6215, 1956-2 Cum. Buu. 1105. 
49 Convention, supra note 1, art. XVI. 
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decedent and an estate tax similar to the federal estate tax imposed 
by the United States upon the entire net estate of the decedent. 

The convention does not modify the principles of taxing jurisdic- 
tion applied in the two countries. In the United States, the relevant 
rules of the Internal Revenue Code are as follows: In the case of a 
United States citizen, regardless of where domiciled, and in the case 
of a non-citizen domiciled in the United States at the time of his 
death, the federal estate tax applies to the entire estate, that is, to 
all property of the decedent wherever situated, except real property 
situated outside of the United States.* In the case of a non-citizen 
not domiciled in the United States at the time of his death, federal 
estate tax is imposed only on decedent’s property situated in the 
United States.* In Italy, death taxes are imposed only on property 
situated in Italy at the time of the decedent’s death. 

The convention does not adopt its own rules for the determination 
of domicile, but it expressly states that each country may determine 
under its own laws whether a decedent was domiciled within its ter- 
ritory.™ 


Sirus Russ 


With respect to situs, however, the convention makes an effort to 
eliminate conflicts between the Italian and the United States rules, 
and adopts uniform rules for the determination of situs.** These 
rules are expressly limited to estates of decedents who at the time 
of their death were nationals of or domiciled in either the United 
States or Italy. They do not apply to estates of nationals of a third 
country not domiciled in either the United States or Italy but hav- 
ing property situated there. Hence, the situs of such property will be 
determined under United States or Italian law, as the case may be. 

The rules provided by the convention are the following: 

(a) Real property is deemed to be situated where the property is 
located. 

(b) Similarly, the situs of tangible personal property (other than 
property for which specific provision is made in the convention) and 
of bank and currency notes and other forms of currency recognized 
as legal tender is the place where such property or currency is lo- 
cated at the time of death. If such property is in transit, the place of 
destination is the situs. 


50 .R.C. §§ 2001 and 2031(a) (1954). 

51 I.R.C. § 2103 (1954). 

52 Convention, supra note 2, art. ITI(2). 
53 Convention, supra note 2, art. III(1). 
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(c) Debts (including bonds, promissory notes, and bills of ex- 
change) are deemed to be situated where the debtor resides, or if 
the debtor is a corporation, at the place where the corporation was 
created or organized. 

As to bonds, negotiable promissory notes, and bills of exchange, 
this provision changes the United States rule that they are consid- 
ered to be situated in the United States if the written evidence of 
indebtedness is physically located in the United States. 

The convention expressly states that each country may determine 
under its own laws whether a debtor resided therein.” Thus, if both 
countries claim residence of the debtor, debts would be taxed as hav- 
ing a situs in both countries. 

(d) Corporate shares are situated in the country in which or un- 
der the laws of which the issuing corporation was created or organ- 
ized. This rule also applies to shares or stock held by a nominee 
where the beneficial ownership is evidenced by scrip certificates or 
otherwise. 

Rule (d) is one of long standing in the United States with respect 
to stock in a domestic corporation. But it abrogates the rule as to 
stock in a foreign corporation the certificates of which are physi- 
cally present in the United States at the time of death. 

(e) The situs of ships, aircraft, and shares thereof is at the place 
of registration of the ship or aircraft. 

(f) Good will as a trade, business, or professional asset has its 
situs where the trade, business, or profession is carried on. 

(g) Patents, trademarks, and designs are deemed to be situated 
at the place where they are registered or used. 

(h) The situs of copyrights, franchises, rights to artistic and sci- 
entific works, and rights or licenses to use any copyrighted material, 
artistic or scientific works, patents, trademarks, or designs is at the 
place where such rights are exercisable. 

(i) All other property is deemed to be situated in the country in 
which the decedent was domiciled at the time of death. However, as 
each country may determine under its own laws whether a decedent 
was domiciled therein, in some situations both countries may claim 
domicile and may tax such other property as having a situs in both 
countries. 

The determination of the situs of property is a prerequisite in all 
instances where taxing jurisdiction is based on situs of property. 


54 Reg. Sec. 20-2104-1(3) (1958). 
55 Convention, supra note 2, art. III(2). 
56 Burnet v, Brooks, 288 U.S, 378 (1933). 
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It is also necessary in order to ascertain the tax credit which is to be 
allowed under Article V of the convention. 


Tax CREDIT 


The convention prescribes that the country imposing its tax by 
reason of a decedent’s being domiciled in its territory or being 
its citizen, that is, on his entire estate, must allow a credit for the 
amount of death tax which is imposed by the other country with re- 
spect to decedent’s property situated therein and included for tax 
purposes by both countries. This credit cannot exceed the portion 
of the tax imposed by the crediting country which is attributable to 
the property also taxed by the other country. 

Although Article V is nominally reciprocal, under the present cir- 
cumstances it applies only to the United States, because Italy does 
not impose death taxes on the basis of nationality or domicile of the 
decedent but taxes only property situated in Italy at the time of 
decedent’s death. 

The tax credit granted under the convention goes further in elimi- 
nating double taxation than the credit available under section 2014 
of the Internal Revenue Code. This is due in no small degree to the 
adoption of uniform situs rules in the convention. A credit is allowed 
only with respect to property ‘‘situated’’ in the other country, and 
prior to the convention conflicting situs rules prevented the opera- 
tion of the credit where Italy imposed its tax on property deemed to 
be situated there under Italian law but not regarded as situated 
there under United States law. 

Real property situated outside of the United States is always ex- 
cluded from United States estate tax and hence never is included 
for tax purposes by both countries. Thus, credit is never given by 
the United States for tax imposed on such real property by Italy. 
Nor will credit be allowed if the property subjected to death tax by 
Italy was excluded from tax in the United States, as, for instance, 
property specifically bequeathed to a charitable organization.” 

It is specifically provided that any refund of tax resulting from 
the allowance of the credit will be made without the payment of in- 
terest on the amount refunded. 


Sprciric ExeMprTion 
Under section 2052 of the Internal Revenue Code, estates of de- 
cedents who were United States citizens or were domiciled in the 


57 I.R.C. § 2055(a) (1954). 
58 Convention, supra note 2, art. V(3). 
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United States at the time of their death are allowed a specific ex- 
emption of $60,000. However, estates of non-residents not citizens 
are allowed an exemption only of $2,000. Article IV of the conven- 
tion liberalizes the latter exemption. It provides that the estate of a 
decedent who at the time of his death was not a national of nor domi- 
ciled in the taxing country, but was a national of or domiciled in the 
other country shall be allowed as an exemption a portion of the ex- 
emption which would be allowable if the decedent had been domiciled 
in the taxing country. This portion will not be less than the propor- 
tion of such exemption which the value of the property taxed bears 
to the value of the entire estate. The effect of this provision is to ex- 
empt from federal estate tax gross estates not in excess of $60,000 of 
non-resident alien decedents who were either citizens of Italy or 
domiciled there at the time of their death or, in the case of larger 
estates, to provide a proportionately increased exemption. Although 
Article IV is worded reciprocally, it has no effect on Italian death 
taxes, as under Italian law no distinction is made regarding exemp- 
tions on the basis of nationality or domicile. 


MiscELLANEOUS 


Articles VI, VII, and VIII contain the same provisions for the 
exchange of information and administrative assistance between the 
two countries as are included in the income tax convention. Refer- 
ence is made to the statements made in this connection in the discus- 
sion of the income tax convention. 


89 .R.C. § 2106(a) (3) (1954). 

















Cancellation of Indebtedness and the 
Federal Income Tax: A Problem 
of Creeping Confusion 


JAMES S. EUSTICE 


Ox: of the murkiest pools of obscurity in the tax law for the past 
three decades has been the income tax effect to a debtor on the can- 
cellation or modification of his indebtedness. Congress and the 
courts have been wrestling with a mounting flood of conflicting de- 
cisions, technical distinctions, and subtle shadings of statutory in- 
terpretation, which has served to create an imposing body of law in 
this area from the standpoint of volume if nothing else. The problem 
may be simply stated: what is the income tax effect to a debtor ona 
reduction or cancellation of his liabilities at a gain or profit. 

No taxable income is realized on the borrowing of money because 
assets and liabilities increase correspondingly with no resulting in- 
crease in the debtor’s net worth. But what are the tax effects to the 
debtor when this liability is subsequently discharged at less than 
the full amount due? The issue is clear, but unfortunately the an- 
swers and solutions have been as numerous and subtlely varied as 
the hues of the proverbial rainbow. No simple solution can be ad- 
vanced immediately to sweep away all uncertainty, as is witnessed 
by the multitude of judicial decisions on this matter, but neither is 
it satisfactory to say that each case should be decided on its own 
facts. The dictates of practical administration of the tax laws de- 
mand a reasonable degree of certainty in their application, espe- 
cially where a problem cuts across so many phases of business and 
personal activity as does the debt cancellation situation. Unfortu- 
nately, however, this area does not readily lend itself to a lucid and 
altogether comprehensible interpretation; and an analysis of the 
many cases and statutes attempting to deal with the problems pre- 
sented herein is not a simple task. 

JaMEs 8, Eustice (LL.B. 1957, University of Illinois; LL.M. 1958, New York Univer- 
sity School of Law) is a member of the Illinois Bar and is associated with White & Case, 


New York City. 
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I. Jupictau Decisions 
A. DiscHarcE or INDEBTEDNESS AND INCOME TO THE DEBTOR 


1. In general—related areas 

Before beginning the discussion of the main subject-matter of this 
paper, it is perhaps best to consider briefly several related topics 
which have an important, though supplementary, bearing upon the 
problems at hand. The theories adopted by the courts in these re- 
lated situations are necessary for a comprehensive evaluation of the 
general cancellation of indebtedness area. 


a. Constructive receipt 

The first of such related topics is the theory of ‘‘constructive re- 
ceipt.’’ This general principle runs through many phases of the tax 
law, and the area of discharge of indebtedness is no exception. Un- 
der this rule if a third person, gratuitously or for a consideration, 
discharges an obligation of the debtor, the transaction will be equiv- 
alent to a receipt of cash by the person whose liability has been dis- 
charged. This proposition was cogently illustrated by several land- 
mark Supreme Court cases’ involving a discharge of a debtor’s 
obligation by a third person. These cases held that such a discharge 
was equivalent to a constructive receipt of money by the debtor 
whose liability had been so discharged. Thus it would not be possible 
to avoid the tax consequences of a discharge of indebtedness by hav- 
ing a third person make the payment directly to the taxpayer’s 
creditor. These payments will be imputed to the taxpayer-debtor 
on a constructive receipt theory and he will be deemed to have re- 
ceived money in an amount equal to the amount of his liability so 
discharged. But this theory is to be contrasted with a bona fide sale 
of the taxpayer’s debt by his creditor to a third person, which trans- 
action is merely a sale of the debt and not a cancellation. A substitu- 
tion of creditors should not be treated as a present cancellation of 
the taxpayer’s debt, since the obligation is still outstanding and is 
now merely owed to a different creditor. 


b. Effect of liabilities on basis and amount realized 


Another closely-related problem area arises on the acquisition or 
disposition of encumbered property. When a taxpayer purchases 


1 Qld Colony Trust Co. v. Comm’r, 279 U.S. 716 (1929); United States v. Boston and 
Maine Railroad, 279 U.S. 732 (1929). In the former case the employer agreed to pay the 
taxes of an employee, and in the latter the lessee agreed to pay the taxes of the lessor. The 
Court held these payments were additional compensation to the employee and additional 
rent to the lessor. See also United States v. Hendler, 303 U.S. 564 (1938), and Herff v. 
Rountree, 140 F.Supp. 201 (M.D. Tenn. 1956). 
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property subject to a liability or personally assumes such liability, 
such amount is included in his cost basis for the property.” In effect, 
this increase in the purchaser’s liabilities is treated as a cash pay- 
ment for the purpose of computing his tax basis for the acquired 
property. Conversely, on a sale or exchange of the encumbered prop- 
erty, this liability is included in the amount realized on the sale or 
exchange, whether the buyer assumes the liability or merely takes 
the property subject thereto.’ In this situation the decrease in the 
seller’s liabilities is treated as the equivalent of cash received by 
him on the disposition of the property. In both of these situations 
the increase or decrease in liabilities is treated as the equivalent of 
cash for purposes of computing gain or loss on the transaction.* 
Thus, on either the purchase or sale of encumbered property the 
basis to the purchaser and the amount realized by the seller are un- 
diminished by any lien or encumbrance on the property ; the parties 
in effect are dealing with gross amounts here and not merely an 
equity interest in the property after a subtraction of liabilities. 
However, where the taxpayer is on the cask basis method of 
accounting, the problem arises whether the creation of a liability 
on the sale of property is equivalent to the payment of cash or the 
receipt of cash. This latter question is important in determining 


2 Crane v. Comm’r, 331 U.S. 1 (1947) ; Parker v. Delaney, 186 F.2d 455 (1st Cir. 1950). 
However, the liability is not included in basis when the borrowing is subsequent to the 
acquisition of the property, although it will be included in the amount realized on a sub- 
sequent sale of the property. R. O’Dell and Sons Co. v. Comm’r, 169 F.2d 247 (3d Cir. 
1948) ; Mendham Corp., 9 T.C. 320 (1947) ; Woodsam Associates, Inc. v. Comm’r, 198 F.2d 
357 (2d Cir. 1952). 

3 Crane v. Comm’r, supra note 2; Parker v. Delaney, supra note 2; United States v. 
Hendler, supra note 1. See Herff v. Rountree, 140 F.Supp. 201 (M.D. Tenn. 1956), for gift 
of mortgaged property to a charity and realization aspects. 

4 This theory of treating liabilities as the equivalent of cash has also been manifested in 
several sections of the Internal Revenue Code of 1954, e.g., §§ 1031(d), 752, 357, 358(d), 
311(¢), 301(b) (2), 312(¢), and 312(j). 

5 Where property is sold for a liability rather than in a cash transaction and if the lia- 
bility is merely a bare contractual promise to pay, not evidenced by a note, mortgage, or 
other negotiable instrument, several cases have generally held that a cash basis seller has 
not presently received income or a cash basis purchaser presently paid money. Nina J. 
Ennis, 17 T.C. 465 (1951) ; Harold W. Johnston, 14 T.C. 560 (1950) ; Rogan v. Mertens, 
153 F.2d 937 (9th Cir. 1946) ; Helvering v. Price, 309 U.S. 409 (1940) ; Cleaver v. Comm’r, 
158 F.2d 342 (7th Cir. 1946). But cf. Newton A. Burgess, 8 T.C. 47 (1947) ; Anthony P. 
Miller, Inc. v. Comm’r, 164 F.2d 268 (3d Cir. 1947) ; Proposed Reg. 1.453-6(a) (2) (1954). 
Similarly, if the obligation of the buyer is contingent or has no fair market value, the cash 
basis seller is allowed to recover his cost before reporting any gain on the transaction. Bur- 
net v. Logan, 283 U.S. 404 (1931) ; Comm’r v. Carter, 170 F.2d 911 (2d Cir. 1948) ; West- 
over v. Smith, 173 F.2d 90 (9th Cir. 1949). In these cash method cases, the courts appear 
to follow a concept of fair market value to determine whether obligations are the equiva- 
lent of cash, but certain obligations seem to be almost conclusively presumed to have no 
fair market value. But the cash basis taxpayer problem seems to be limited to purchase 
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the proper taxable year in which taxpayers are required to report 
realized income or take allowable deductions. However, the assump- 
tion or taking subject to an existing liability on a transfer of encum- 
bered property is generally considered to be a present transfer of 
money, regardless of whether the parties involved are on the cash or 
accrual basis method of accounting. 

The net effect of including liabilities in basis and amount realized 
results in a wash on the computation of gain or loss, but the rule does 
have an important effect by increasing the basis for depreciation if 
the property is subject to depreciation allowances. 

This rather cursory treatment of the above topics is essentially 
for the purpose of rounding out the general picture of the tax effects 
of a cancellation of indebtedness and does not purport to be an ex- 
haustive treatment of the complex problems herein presented. 


2. Realization of income by discharge of indebtedness 


a. Early administrative history—1918-1931 

Since 1918 the Commissioner has contended administratively that 
a solvent corporation which purchased its outstanding bonds at a 
discount realized taxable income.® The same result also occurred 
when an ordinary liability was cancelled or forgiven.’ There were 
several exceptions to the above rule in which gain would not be 
taxed,® but generally the Commissioner contended that gain was 
taxable in this general situation. The essence of the Commissioner’s 
theory was that a taxpayer realizes an economic benefit by an incre- 
ment to his net worth just as effectively by a reduction of liabilities 
at a profit as he does by a disposition of assets at a profit. 

However, the courts were unanimous in rejecting the Commis- 
sioner’s contention of taxability during this period,° and the history 
of Government efforts to assert taxable income in this general area 
was outstanding for its lack of success. The pervading influence of 


money obligation cases, and in cases where the taxpayer assumes or takes property subject 
to a liability, the release from this liability is deemed to be a receipt of cash by the seller. 
The transfer of property subject to a liability or the assumption of that liability by the 
purchaser is generally considered to be a present receipt of cash by the seller whether or not 
he is on a cash basis. See cases cited supra note 3. 

6 Reg. 45, Art. 544 (1921). 

7 Reg. 45, Art. 51 (1921). 

8 1.T. 1564, II-1 Cum. Butu. 59 (1923) (discharge in bankruptcy) ; S.M. 1495, III-1 
Cum. BuLL. 108 (1924) (insolvency) ; Reg. 45, Art. 51 (1921) (gift and contribution to 
capital). 

9 Meyer Jewelry Co., 3 B.T.A. 1319 (1926) ; Burnett v. Campbell, 50 F.2d 487 (D.C. Cir. 
1931) ; Comm’r v. Simmons Gin Co., 43 F.2d 327 (10th Cir. 1930) ; American Tobacco Co., 
20 B.T.A. 586 (1930). 
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this period seemed to be the Kerbaugh Empire” case in which the 
Supreme Court refused to impose a tax on a cancellation of indebt- 
edness transaction. The opinion strongly intimated that there was 
no realization of income in the constitutional sense on such an event. 
The facts of this case were unusual and will be subsequently dis- 
cussed at greater length in connection with the cancellation of in- 
debtedness exceptions. The Kerbaugh Empire case was generally 
thought by the lower courts to preclude taxability on a cancellation 
of indebtedness transaction, and they responded accordingly in 
favor of taxpayers’ contentions that there was no constitutional 
realization of income in such a situation. 


b. Judicial recognition of income 

But in 1931 the Supreme Court exploded the myth of taxpayer 
invincibility in this area by its decision in the Kirby Lumber ™ case. 
In a devastatingly succinct opinion, Justice Holmes swept aside the 
subtle nuances of constitutional definition and held that there had 
been a clear economic gain to the taxpayer on the purchase of its 
bonds at a discount in an open market transaction. As a result of its 
dealings, said the Court, the taxpayer made available $137,000 of 
assets previously offset by the obligations now extinct. There was 
no corresponding shrinkage of assets, and the taxpayer made a clear 
economic gain. The realizable event was the reduction of liabilities 
and the freeing of assets previously offset by these liabilities. The 
Court distinguished the Kerbaugh Empire case on the ground that 
the transaction as a whole was at a gain in the instant case and not 
at a loss as in Kerbaugh. Therefore, the Kerbaugh Empire ‘‘reduc- 
tion of loss’’ theory was inapplicable. The Court in effect adopted 
the general proposition that a reduction of liabilities at a profit was 
essentially equivalent to a disposition of assets at a profit, and these 
two transactions should thus be treated alike tax-wise. The Court 
adopted the view of the Commissioner as a correct statement of the 
law but took pains not to overrule Kerbaugh Empire. 

In a subsequent case * the Court extended the Kirby principle 
to a situation in which the debtor received property rather than cash 
upon the incurrence of the obligation. In this case the taxpayer as- 
sumed the outstanding bonds of the selling company as part of the 
purchase price for the assets of that company. When the taxpayer 
later discharged these bonds at a discount, the Court held that tax- 


10 Bowers v. Kerbaugh Empire Co., 271 U.S. 170 (1926) ; Eisner v. Macomber, 252 U.S. 
189 (1920). 

11 United States v. Kirby Lumber Co., 284 U.S. 1 (1931). 

12 Helvering v. American Chicle Co., 291 U.S. 426 (1934). 
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able income was realized on this event and the case was indistin- 
guishable from Kirby. The fact that these bonds were sinking fund 
bonds and by the terms of the indenture were required to be pur- 
chased and retired by the trustee was considered immaterial by the 
Court. 

In many mechanical respects, a cancellation of indebtedness trans- 
action resembles a short sale—the gain being realized and the trans- 
action deemed closed upon a payment rather than upon the receipt of 
property. Part of the reluctance to impose taxability on such a 
transaction stems from the fact that the debtor is paying out prop- 
erty and receiving nothing tangible in return, and yet this payment 
closes out the long-term loan transaction and is the realizable event 
on which the tax is imposed. There is thus a telescoping of gain into 
one year from a transaction which probably extended over a span 
of many years. 

The income resulting from cancellation of indebtedness is deemed 
to be realized at the time the bonds are repaid or purchased by the 
debtor, whether they are retired or not."* This is the realizable event 
which closes the transaction and justifies the imposition of the tax. 
If no payment is made by the debtor, the time for realization of the 
gain will be determined by some other objective event,’* such as 
the expiration of the statute of limitations * or an express agree- 
ment by the parties effecting a cancellation of the debt.?° 

The general rule of income from the bargain cancellation of in- 
debtedness was held to be applicable whether the debt was origi- 
nally issued or later assumed by the debtor ; whether it was acquired 
and retired directly or through a trustee; voluntarily or through a 
sinking fund; whether it was retired in the year of issue or a later 
year; and whether the debt was originally incurred for money or 
property.”” The general outlines of the Kirby doctrine seem fairly 


18 Woodward Iron Co., 24 B.T.A. 1050 (1931) ; Garland Coal and Mining Co., 28 B.T.A. 
348 (1933), aff’d, 75 F.2d 663 (D.C. Cir. 1935) ; United States v. Kirby Lumber Co., 28¢ 
U.S. 1 (1931) ; Comm’r v. Jacobson, 336 U.S. 28 (1949); Reg. 101, Art. 22(a)-18, and 
subsequent Regulations; Reg. Sec. 1.61-12(a)—(¢) (1954). 

14 Fidelity-Philadelphia Trust Co., 23 T.C. 527 (1954) (transfer of unclaimed deposits 
to a surplus account). 

15 Securities Co. v. United States, 85 F.Supp. 532 (S.D. N.Y. 1948); North American 
Coal Corp. v. Comm’r, 97 F.2d 325 (6th Cir. 1938) ; Schweppe v. Comm’r, 168 F.2d 284 
(9th Cir. 1948). 

16 But in D. Bruce Forrester, 4 T.C. 907 (1945), a husband-debtor did not realize tax- 
able income on the purchase of his outstanding obligations by his wife at a discount, since 
he was still liable to her and there had been a mere substitution of creditors. The transac- 
tion was not yet closed so as to justify a present imposition of a tax on the debtor. 

17 Montana, Wyoming & Southern R.R., 31 B.T.A. 62 (1934) ; Woodward Iron Co., 24 
B.T.A. 1050 (1931) ; Comm’r v. Norfolk Southern R.R., 63 F.2d 304 (4th Cir. 1933) ; cases 
cited supra notes 11, 12, and 13. 
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well settled, and the proposition of taxability appears to be quite 
firmly entrenched in the law. However, the tremendous possibilities 
for factual variations in this area have produced so many excep- 
tions to the general rule that one might reasonably speculate as to 
how much force the original proposition still maintains. Certainly 
the courts have come to realize that the area is fraught with com- 
plexity, and the many problems presented cannot be disposed of in 
one fell swoop of the judicial pen. The area has long been ripe for 
legislative correction, but, as shall be discussed later, Congress has 
largely abdicated this burden to the courts after several ineffectual 
attempts at solution. 


3. Method of discharge and its eff ect on classification of income 


a. In general 

Assuming that income is realized upon the cancellation of indebt- 
edness in certain situations, the classification of that income as to 
its nature or form will have important tax consequences. The form 
of income created by a discharge of indebtedness depends generally 
upon the consideration given by the debtor for the discharge and 
the facts and circumstances surrounding the transaction. For ex- 
ample, if the debtor effectuates a discharge by a payment in money 
or the equivalent of money, any gain on the transaction is consid- 
ered to be cancellation of indebtedness income. This is cancellation 
of indebtedness income in its purest form—a separate and independ- 
ent class of income in its own right. However, it is possible to dis- 
charge a debt in a variety of ways: e.g., by the performance of serv- 
ices ; by the transfer of property other than money ; or by any other 
agreement deemed effective by the parties to extinguish the debt. 
Thus the particular facts or circumstances of the transaction will 
determine whether the realized income is compensation, gain on the 
disposition of property, rent, dividends, or simply cancellation of 
indebtedness income. 


b. Discharge by payment in money—cancellation of indebtedness 
income 

The gain to the debtor derived by a bargain discharge of his lia- 
bility either by a partial payment in cash or by a gratuitous cancel- 
lation without any payment on his part is considered to be ordinary 
income because of the absence of a sale or exchange.’* However, the 
transaction strongly resembles the analogous situation in which a 
creditor realizes gain or loss on the retirement of corporate obliga- 


18 I,T, 1982, III-1 Cum. Buu. 109 (1924). 
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tions under section 1232 of the 1954 Code; * and yet this latter trans- 
action is expressly treated as a sale or exchange under the statute. 
No rational explanation can be advanced as to why gain or lo$s to 
the creditor in such a situation is deemed to be derived from the sale 
or exchange and that of the debtor is not. As far as the sale or ex- 
change aspect is concerned, the transaction seems indistinguishable 
whether viewed from the side of the debtor or the creditor. But in 
the absence of section 1232, the cases hold that there is no sale or 
exchange by the creditor in such a transaction; *° and any gain or 
loss is thus ordinary rather than capital. Yet under the statute, if 
the obligation qualifies under section 1232, this curious anomaly 
arises in which the creditor’s gain or loss on the retirement of the 
debt is capital, while that of the debtor on the retirement of the same 
obligation is ordinary, the difference resting solely on the arbitrary 
basis of the sale or exchange concept. 

When bonds or other evidences of indebtedness are retired, the 
amount of the gain or loss to the debtor is measured by the differ- 
ence between the face of the obligation (plus unamortized issue pre- 
mium or minus unamortized issue discount) and the amount paid to 
discharge the debt." If no consideration is paid by the debtor for 
the discharge, the entire amount of the liability is the measure of 
the gain, since there has been a realization of an economic benefit in 
this amount by the debtor. 


c. Discharge by transfer of property other than money to the 
creditor 


(1) Transfer of property which secures the obligation—mortgages 

Foreclosure by mortgagee. An involuntary transfer of mortgaged 
property by a foreclosure proceeding in discharge of the mortgage 
debt has been uniformly held to be a sale or exchange of the encum- 
bered property by the mortgagor and a realization of capital gain 
or loss (assuming the property was a capital asset) 7? measured by 
the difference between the adjusted basis of the property and the 


19 T.R.C. § 1232 (1954). 

20 Fairbanks v. United States, 306 U.S. 436 (1939) ; Galvin Hudson, 20 T.C. 734 (1953). 
The courts follow the theory that the debt is extinguished or disappears in the hands of the 
debtor, and thus nothing has been exchanged or transferred by the creditor. Hale v. Hel- 
vering, 85 F.2d 822 (D.C. Cir. 1936). 

21 Reg. Sec. 1.61-12(¢) (1954). 

22T.R.C. § 1221 (1954). If the property qualifies under section 1231, the gain could be 
capital and the loss ordinary, depending upon the outcome of any other ‘‘1231 transac- 
tions’’ which the debtor incurred during his taxable year, 























1959] CANCELLATION OF INDEBTEDNESS AND THE FEDERAL INCOME TAX 233 


face amount of the debt.”* The foreclosure of a mortgage constitutes 
a sale or exchange by the mortgagor even though it is an involuntary 
transaction and even though he was not personally liable on the 
mortgage.** The measure of the capital gain or loss in such a trans- 
action is the difference between the adjusted basis of the property 
and the face amount of the debt discharged plus any other consider- 
ation received by the mortgagor on the foreclosure. No considera- 
tion is given to the fair market value of the property in measuring 
the gain or loss to the mortgagor, the fair market value being a 
neutral factor as far as the mortgagor’s gain or loss is concerned.” 
The gain or loss in this situation is not divided into two frag- 
ments, e.g., one, a gain or loss on a disposition of property compo- 
nent measured by the difference between basis and fair market 
value of the property ; and the other, a cancellation of indebtedness 
component measured by the difference between the face of the debt 
and the fair market value of the property. Instead, the transaction 
is treated exclusively as a sale or exchange of property and not as 
a cancellation of indebtedness situation; and the gain or loss is 
measured by the rules for computing gain or loss on the disposition 
of property.” A ‘‘sale’’ theory rather than a ‘‘debt cancellation”’ 
theory is applied to measure the gain or loss in this situation. 
Voluntary conveyance by mortgagor. If the mortgagor voluntar- 
ily conveys the encumbered property to the mortgagee in discharge 
of his personal obligation, this transaction is also deemed to be a 
sale or exchange of property, resulting in capital gain or loss to 
the mortgagor, if the property is a capital asset.?’ But if the mort- 
gagor is not personally liable on the debt and receives no considera- 
tion from the creditor for the conveyance, it has been held that no 
sale or exchange occurs in such a situation. The courts have stated 
that merely getting rid of burdened property is not a sale or ex- 


23 Helvering v. Hammel, 311 U.S. 504 (1941) ; Electro Chemical Co. v. Comm’r, 311 U.S. 
513 (1941) ; R. O’Dell & Sons Co. v. Comm’r, 169 F.2d 247 (3d Cir. 1948). 

24 Welch v. Street, 116 F.2d 953 (1st Cir. 1941) ; Helvering v. Nebraska Bridge Supply 
and Lumber Co., 312 U.S. 666 (1941) ; Comm’r v. Abramson, 124 F.2d 416 (2d Cir. 1942) ; 
Mendham Corp., 9 T.C. 320 (1947) ; Comm’r v. Fortee Properties, Inc., 211 F.2d 915 (2d 
Cir. 1954). 

25 R. O’Dell & Sons Co. v. Comm’r, supra note 23; Mendham Corp., supra note 24. But 
compare this treatment with result to the mortgagee who bids in the property on fore- 
closure. Reg. Sec. 1.166-3(a) (1954) (fair market value is a factor in this case). 

26 Loss ordinarily occurs in the year of foreclosure sale, but where the mortgagor has a 
right of redemption, it has been held that the loss does not occur until the redemption pe- 
riod expires. Shelden Land Co., 42 B.T.A. 498 (1940). 

27 Rogers v. Comm’r, 103 F.2d 790 (9th Cir. 1939) (capital loss) ; Comm’r v. Green, 126 
F.2d 70 (3d Cir. 1942) ; Pender v. Comm’r, 110 F.2d 477 (4th Cir. 1940) (capital loss). 
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change, but more nearly resembles an abandonment by the debtor.” 
Since there is nothing received by the debtor to turn the transaction 
into an exchange, say the courts, the gain or loss is therefore ordi- 
nary rather than capital. However, a Tax Court case ”® found a sale 
or exchange when a mortgagor, not personally liable on the mort- 
gage, surrendered the property to the mortgagee, and the gain there- 
from was thus a capital gain. This result is apparently inconsistent 
with the prior cases on the sale or exchange issue; but the cases do 
seem to be in accord in computing gain or loss on the transaction as 
the difference between the face of the debt and the adjusted basis of 
the property. Similarly, if the debtor receives any consideration for 
the conveyance, this fact turns the transaction into a sale or ex- 
change, and any gain or loss will thus be capital * (assuming the 
property conveyed meets the capital asset test). 


(2) Transfer of other property in kind to discharge the obligation 


If a debtor discharges an unsecured liability by the transfer of 
appreciated capital assets, there is deemed to be a sale or exchange 
of the transferred property, and the debtor realizes capital gain or 
loss on this transaction measured by the difference between his ad- 
justed basis for the property and the face amount of the liability 
discharged.** Here again the fair market value of the property is a 
neutral factor and the transaction is not fragmentized into cancella- 
tion of indebtedness income and capital gain or loss components.” 
The transaction is treated as a sale or exchange of the property used 
to discharge the debt, and the sole measure of the gain or loss is the 


28 Stokes v. Comm’r, 124 F.2d 335 (3d Cir. 1941) ; Polin v. Comm’r, 114 F.2d 174 (3d 
Cir. 1940) ; Comm’r v. Hoffman, 117 F.2d 987 (2d Cir. 1941). These cases all involved a 
loss situation where the mortgagor received no consideration. Parker v. Delaney, 186 F.2d 
455 (1st Cir. 1950) (indicates ordinary gain although sale or exchange issue not before the 
court). 

29 Lutz & Schramm Co., 1 T.C. 682 (1943). But cf. Charles L. Nutter, 7 T.C. 480 (1946), 
where a similar transaction was held to be a reduction of purchase price and not a sale of 
property. 

30 Blum v. Comm’r, 133 F.2d 447 (2d Cir. 1943) (debtor’s lawyer received $250 from 
the mortgagee; held a capital loss). 

81 Kenan v. Comm’r, 114 F.2d 217 (2d Cir. 1940) ; Comm’r v. Mesta, 123 F.2d 986 (3d 
Cir. 1941) ; Suisman v. Eaton, 15 F.Supp. 113 (1935), aff’d, 83 F.2d 1019 (2d Cir. 1936) ; 
Peninsula Properties Co. Ltd., 47 B.T.A. 84 (1942); International Freighting Corp. v. 
Comm ’r, 135 F.2d 310 (2d Cir. 1943). 

82 Carlisle Packing Co., 29 B.T.A. 514 (1933); E. F. Simms, 28 B.T.A. 988 (1933) ; 
Hagan Corp., 21 B.T.A. 41 (1930); Unique Art Mfg. Co., 8 T.C. 1341 (1947). But the 
Regulations do divide the transactions into two parts, treating the excess of the face of 
the debt over the fair market value of the property as cancellation of indebtedness income. 
Reg. 111, See. 113(b) (3)-1 (E) ; Reg. Sec. 1.1017-1(b) (5) (1954). 
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difference between the adjusted basis of the property transferred 
and the face amount of the discharged liability. 

However, if the liability discharged by a payment in kind is an 
unliquidated debt, then the amount of gain realized to the debtor on 
the discharge is the difference between the basis of the property 
transferred in satisfaction of the debt and its fair market value, pro- 
vided the transaction is a bona fide arm’s length agreement.** In 
this situation the fair market value of the property used to dis- 
charge the debt is apparently necessary to measure the gain or loss 
on the transfer, since the amount realized by the debtor (the unliqui- 
dated debt) is not susceptible of valuation. 

Also, if the discharged debt is a purchase money obligation and 
the debtor was not personally liable on the obligation, several cases 
have held that this was a mere reduction of the basis of the retained 
encumbered property and not a sale or exchange of the property 
used to discharge the debt.** This question will be more fully treated 
later as one of the several exceptions to the Kirby rule. But gen- 
erally in this type of situation, it seems that the cancellation-of-in- 
debtedness rules will control over the sale of property theory. 


d. Other forms of income 

It is also possible to realize other forms of income by the cancella- 
tion of one’s indebtedness, depending upon the particular facts and 
circumstances surrounding the cancellation and the consideration 
furnished by the debtor for the discharge. If the liability is dis- 
charged by the performance of services by the debtor for his credi- 
tor, there would be compensation income to the debtor in the face 
amount of the debt discharged.* Similarly, where the debtor is also 
a shareholder of the creditor corporation, a cancellation of this debt 
has been held to be substantially equivalent to a dividend distribu- 
tion by the corporation to its shareholder debtor.** The courts usu- 


33 Comm’r v. Mesta and International Freighting Corp. v. Comm’r, both supra note 31; 
Farid Es Sultanah v. Comm’r, 166 F.2d 812 (2d Cir. 1947) (basis to creditor releasing the 
claim is fair market value of the property received from debtor). 

34 Hotel Astoria, Inc., 42 B.T.A. 759 (1940); P. J. Hiatt, 35 B.T.A. 292 (1937) (can- 
cellation-of-debt theory controlled over sale theory). 

35 Reg. Sec. 1.61-12(a) (1954); Reginald Denny, 33 B.T.A. 738 (1935) ; Old Colony 
Trust Co. v. Comm’r, 279 U.S. 716 (1929) ; I.T. 2043, III-2 Cum. Bu. 94 (1924). 

36 Reg. Sec. 1.801(m) (1954); Hugh H. Miller, 25 B.T.A. 418 (1932); Hudson v. 
Comm’r, 99 F.2d 630 (6th Cir. 1938) ; Waggaman v. Helvering, 78 F.2d 721 (D.C. Cir. 
1935) ; Wiese v. Comm’r, 93 F.2d 921 (8th Cir. 1938); John L. Hawkinson, 23 T.C. 933 
(1955), aff’d, 235 F.2d 747 (2d Cir. 1956) (cancellation of indebtedness of a shareholder 
owed to his reorganizing corporation was held a taxable distribution of boot, which had 
the effect of a dividend distribution under the Bedford doctrine (Comm’r v. Estate of 
Bedford, 325 U.S. 283 (1945) ). 
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ally find a dividend in such a transaction, as opposed to a gift be- 
cause of the lack of power to make gifts of the corporate assets to 
shareholders. Likewise, if the debt of a partner owed to his partner- 
ship is cancelled by the partnership, this cancellation is deemed to 
be a distribution of money or property by the partnership at the 
time of the cancellation and is subject to the general rules of Sub- 
chapter K cf the 1954 Code dealing with partners and partner- 
ships.*” Also, the cancellation could be in the nature of rental in- 
come to the debtor, if the debtor was also the lessor of property to 
the creditor and the cancellation was in lieu of rent. 

The importance of casting gain derived by a debtor from a can- 
cellation of his indebtedness into a particular category of income is 
necessitated by the widely varying treatment afforded to the differ- 
ent forms of income under the tax law. Thus, due to the wide variety 
of fact-patterns that can arise in a cancellation situation, each trans- 
action must be closely analyzed on its particular facts to determine 
what form of income, if any, is present. 


B. Jupictau Erosion or THE Kirpy Doctrine 


The full scope of the cancellation of indebtedness doctrine, like 
most so-called general rules, is more accurately delineated by its 
many exceptions rather than by the actual decision of the Kirby 
case itself. Due to varying factual and emotional pressures in this 
general area, the courts have not reacted kindly to the Kirby doc- 
trine, and at times it would seem that they have gone out of their 
way to emasculate its effectiveness. Even the Supreme Court itself 
has shown substantial vacillation from its original position in the 
Kirby case. The judicial exceptions are numerous and varied in na- 
ture, and their large number and variety graphically illustrate the 
intense pressure applied by debtor-taxpayers in this area to avert 
the present recognition of gain. The underlying theme that appears 
to run through most of these exceptions is the lack of a presently 
realizable gain to the debtor upon which it is rational and proper 
to impose a tax. 


1. Nature of the obligation discharged 


a. Definition of indebtedness 
It is necessary to arrive at a workable definition of the term in- 
debtedness before the Kirby principle can be effectively applied to 


87 Reg. See. 1.731-1(e) (2) (1954). 
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produce taxable income. The Regulations ** define an indebtedness as 
‘‘an obligation, absolute and not contingent, to pay on demand or 
within a given time, in cash or another medium, a fixed amount.’’ 
It is clear from this definition that the Kirby doctrine could not ef- 
fectively apply to the discharge by a payment in money of a con- 
tingent, contested, or unliquidated obligation.*® That the liability 
must be liquidated and undisputed seems no longer open to any 
serious dispute. Otherwise it would be impossible to compute any 
gain on the transaction, since the discharge is the event which finally 
fixes the ultimate liability. 

Similarly, the liability discharged at a profit must be the tax- 
payer’s own obligation and not that of a third person in order for 
the Kirby principle to create taxable income. It is only income 
from the discharge of the taxpayer’s obligation that is within the 
scope of the rule. Also, if the obligation is not purchased by the 
debtor himself, the transaction is not sufficiently closed to justify 
a present finding of cancellation of indebtedness income,** in effect 
there having been only a substitution of creditors in such a situation. 


b. No personal liability 

The Tax Court has committed itself to the proposition that can- 
cellation of indebtedness income will not be realized where the dis- 
charged liability is not a personal obligation of the taxpayer, but is 
only a lien against his property.** When the taxpayer reduces such 
a non-personal lien at a profit, this transaction will not produce tax- 
able income, but is instead deemed to be an adjustment to the basis 
of the encumbered property. This situation does not involve a mort- 
gage foreclosure by the creditor or a conveyance of the encumbered 
property by the debtor to the creditor. Instead, there has merely 
been a scaling down of the non-personal lien on the encumbered 


88 Reg. Sec. 1.108(b)-1(¢) (1954). This definition has been adopted from the cases al- 
most verbatim. See note 39 infra. 

39 Terminal Investment Co., 2 T.C. 1004 (1943) ; N. Sobel Inc., 40 B.T.A. 1263 (1939) ; 
Iceland Inc., 23 B.T.A. 15 (1931) ; Main Properties Inc., 4 T.C. 364 (1944) ; Corporation 
de Ventas v. Comm’r, 130 F.2d 141 (2d Cir. 1942); Ruben v. Comm’r, 97 F.2d 926 (8th 
Cir. 1938). 

40 Ernst Kern Co., 1 T.C. 249 (1942). 

41D. Bruce Forrester, 4 T.C. 907 (1945) (purchase of husband’s debt by wife did not 
produce income). 

42 Fulton Gold Corp., 31 B.T.A. 519 (1934) (purchase money obligation revised down- 
ward; held only a reduction of basis and not income) ; Hotel Astoria, Inc., 42 B.T.A. 759 
(1940) (discharge of tax liens at a discount by transfer of appreciated property not in- 
come but a reduction of basis), accord, P. J. Hiatt, 35 B.T.A. 292 (1937); Blackstone 
Theatre Co., 12 T.C. 801 (1949) ; Ernst Kern Co., 1 T.C. 249 (1942); American Seating 
Co., 14 B.T.A. 328 (1928). 








238 TAX LAW REVIEW [Vol. 14: 


property at a profit, with the resulting economic benefit being re- 
flected in a reduction of the property’s basis. However, this rule has 
also been applied where the reduction is effectuated by a transfer of 
appreciated assets in partial cancellation of the obligation. Thus, 
the ‘‘no personal liability’’ theory would appear to control over the 
‘‘sale of property’’ theory in such a situation. Also, the reduction of 
basis has been held to be prospective only and does not relate back 
to the original date of purchase so as to disallow previous depre- 
ciation deductions.** This exception strongly resembles the ‘‘adjust- 
ment of purchase price’’ exception, both in its factual pattern and 
ultimate result. This latter theory will be discussed subsequently in 
greater detail. 

But the Fulton Gold doctrine has been limited by the courts to 
purchase money mortgage situations where the obligation is re- 
flected in the basis of the property,** and it does not appear to be 
applicable to cases involving subsequent borrowings where the tax- 
payer receives the cash proceeds of the loan for his own personal 
use and benefit and the non-personal obligation is not reflected in 
the basis of the property. Cancellation of indebtedness income would 
normally seem to arise in this latter type of case. 


2. Continuation of the liability in a different form 


If instead of discharging its liabilities by a transfer of assets, the 
debtor corporation seeks to effectuate a discharge with its creditors 
by the issuance of new stock or obligations in place of the old obliga- 
tions, an entirely different situation is presented. In substance, there 
has been no cancellation of the old obligations, but merely a continu- 
ation or substitution of the liability in a new form. There is serious 
doubt whether a realizable event has occurred which would justify 
an immediate imposition of tax on such a transaction. However, the 
results reached in this situation apparently differ, depending on 
whether the discharge is effectuated with stock or with new obliga- 
tions of the debtor. These transactions often occur during a reor- 
ganization of the debtor corporation’s capital structure, but the gen- 
eral reorganization non-recognition provisions of the Code are not 
considered applicable to exempt any gain to the corporation from 
tax in such a situation. 


a. Use of debtor’s stock to effectuate discharge 
The law is fairly well-settled that a corporate debtor does not real- 
43 Blackstone Theater Co., 12 T.C. 801 (1949) (no retroactive effect on depreciation 


basis). 
44 Lutz & Schramm Co., 1 T.C. 862 (1943) ; Mendham Corp., 9 T.C. 320 (1947). 
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ize taxable cancellation of indebtedness income on the issuance of 
stock in exchange for its obligations, regardless of the fair market 
value of the stock and regardless of the par value of the issued stock 
or the securities discharged with the stock.” The downgrading of 
debt interests to an equity interest is generally regarded as a tax- 
free event to the debtor corporation. 

If the exchange is par for par or if no par stock is used, the trans- 
action is deemed to be a mere substitution of a capital stock liability 
for a bonded debt liability and does not produce a realization of in- 
come, the bond liability merely being continued in another form. 
The fair market value of the stock is a neutral factor and does not 
make the transaction taxable. This ‘‘substitution of liability’’ the- 
ory is based on the premise that the corporation pays nothing by 
the issuance of its stock, and thus there is no cancellation of the in- 
debtedness, but instead substitutes an equity interest in the enter- 
prise for the fixed obligation of the bonds. There is no present real- 
ization of income but rather a transmutation or downgrading of the 
debt interest into an equity interest, which is purely a capital trans- 
action.** The courts have rejected the Commissioner’s ‘‘cash equiva- 
lence’’ theory, under which the stock would be deemed to have been 
issued for an amount of cash equal to its fair market value and this 
cash then used to discharge the bonds at a discount.** It is said that 


45 Comm’r v. Capento Securities Corp., 140 F.2d 382 (1st Cir. 1944) ; Comm’r v. Motor 
Mart Trust, 156 F.2d 122 (1st Cir. 1946) ; G.C.M. 25277, 1947-1 Cum. Buu. 44; Aleazar 
Hotel, Ine., 1 T.C. 872 (1943). 

46 Capento Securities Corp., 47 B.T.A. 691 (1942), aff’d, 140 F.2d 382 (1st Cir. 1944) ; 
Tower Building Corp., 6 T.C. 125 (1946) ; Pierce Oil Corp., 32 B.T.A. 403 (1935) ; Liquid 
Carbonic Corp., 34 B.T.A. 1191 (1936) ; 375 Park Ave. Corp., 23 B.T.A. 969 (1931) ; Cla- 
ridge Apartments Co., 1 T.C. 163 (1942). But the Court of Appeals for the Seventh Cireuit 
apparently holds a different view on this matter. Claridge Apartments Co. v. Comm’r, 138 
F.2d 962 (7th Cir. 1943). The Court in this case held that there was a cancellation of in- 
debtedness and not a substitution of liabilities. The issuance of stock was not the same 
kind of liability as an ordinary debt obligation, said the Court. But such a view would seri- 
ously impede corporate financing operations through convertible debentures if gain is to 
be recognized to the corporation on such a conversion transaction. 

47 Liquid Carbonic Corp., Pierce Oil Corp., and 375 Park Ave. Corp., all supra note 46. 

48 But in Hummel-Ross Fibre Corp., 40 B.T.A. 821 (1939), the Court indicated by way 
of dicta that the debtor may have realized a gain on the difference between the fair market 
value of the stock issued and the face of the bonds, but that such gain would not be recog- 
nized under section 112(b) (3) of the 1939 Code, since this was a tax-free statutory reor- 
ganization under section 112(g). The Tax Court in the Capento case, supra note 46, also 
indicated that the reorganization sections were applicable in such a situation. But reliance 
on section 112(b) (3) for non-recognition of the gain seems erroneous for several reasons: 
this section is obviously designed to apply exclusively to security holders and not to the re- 
organized corporation; the stock is probably not a ‘‘security’’ in the hands of the corpo- 
ration because it has not yet been issued; and income derived from a discharge of one’s 
own debts is not derived from an exchange, 
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the loan transaction is not closed by this mere substitution of indebt- 
edness, and thus taxability is not presently justified in such a situa- 
tion. 

If the par value of the stock differs from the face amount of the 
bonds exchanged, there is still no recognized gain to the debtor cor- 
poration on this transaction.*® The courts follow both the above sub- 
stitution-of-liability theory in this situation and a similar theory 
sometimes designated as the ‘‘subscription price’’ theory. Under 
the latter rationale, the gain to the debtor from the discharge of a 
larger face amount of bonds by the issuance of a smaller par amount 
of stock is deemed to be a premium paid by the creditor on the issu- 
ance of the debtor’s capital stock. Gain or loss is not recognized to 
a corporation on the receipt of the subscription price for its stock, 
and premiums or discounts on the issuance of stock do not result in 
any present taxable consequences to the issuing corporation.” 

In this situation the subscription price has previously been paid 
in as the principal of a loan. While the loan has been terminated, the 
amount borrowed is now committed to the capital stock liability in- 
stead of the liability of a fixed indebtedness, and any gain to the 
debtor from the difference in par values is merely a premium on the 
issuance of its capital stock. There has been no present realization 
of income from a bargain discharge of its liabilities as in the Kirby 
situation. The debtor’s assets are not freed from obligation; they 
merely become the subscription price originally contributed in the 
form of a loan by the bondholder but subsequently converted into 
an equity interest by the exchange. Thus, under the subscription- 
price theory, the gain would be treated as merely a premium on the 
issuance of its capital stock; and as a purely capital transaction, 
such gain to the corporation would not be taxable. It should logically 
make no difference whether the subscription price is newly paid in 
or has already been paid in as the principal of a loan. 

49 Capento Securities Corp., 47 B.T.A. 691 (1942). This case is interesting from the 
standpoint that the creditor corporation was expressly set up by Capento to acquire its 
bonds at a discount and subsequently exchange the bonds for stock of the debtor, thus 
avoiding the effect of the Kirby rule. The Court of Appeals for the First Circuit com- 
mented on this fact (140 F.2d 382, 384), but said that the Commissioner should attack the 
transaction at the point of the purchase of the bonds by the ‘‘dummy’’ corporation and 
not on the exchange of those bonds for stock of the debtor. See also Aleazar Hotel, Inc., 1 
T.C. 872 (1943) ; Motor Mart Trust, 4 T.C. 931 (1945) (accrued interest as well as prin- 
cipal of the debt was deemed transformed into stock). 

50 L.R.C. § 1032 (1954). But in A. R. Purdy Co., 3 TOM 1059 (1944), the Court held that 
profit on the issuance of treasury stock for bonds was taxable to the corporation. The 


theory of this result should no longer obtain under section 1032, since a corporation is no 
longer taxable when it deals in its own shares even though they be treasury stock. 
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b. Use of other obligations of debtor to effectuate discharge 

If new obligations of the debtor are issued for cash and the pro- 
ceeds are used to retire its outstanding obligations at a discount, a 
square case is presented for application of the Kirby rule.” If the 
cash from a new bond issue is used to discharge the old bonds, the 
Kirby principle should clearly apply, and taxable income would 
result therefrom. 

But if the new obligations are exchanged par for par for the old 
obligations, no gain or loss should be recognized to the debtor on the 
discharge of the old obligations, even though the old obligations are 
worth more or less than the new because of a difference in the in- 
terest rate or security for the debt.®? There is merely a substitution 
of indebtedness in such a situation, and the loan transaction is not 
sufficiently closed by a substitution of indebtedness to justify a pres- 
ent imposition of the tax. 

However, when the face of the new obligations is less than the face 
of the old, it would appear that there has been a realization of gain 
by the debtor and a freeing of assets previously offset by the old 
obligations now discharged within the theory of the Kirby case. In- 
come is probably realized in this situation,®* but the primary ques- 
tion is the method of reporting that income, t.e., whether the income 
is realized on a telescoped or on an amortized basis. Should it be 
bunched into the taxable year as cancellation of indebtedness in- 
come, or should it be amortized over the life of the new obligations 
as a premium received on the issuance of bonds? The answer seems 
to depend largely upon the degree of the spread between the prin- 
cipal amounts of the old and new obligations. 

Where the premium was substantial in size, the exchange has been 
treated as creating cancellation of indebtedness income fully report- 
able in the year of the exchange.** The courts in these cases adopted 
the equivalent-to-cash theory and analogized the transaction to a 
situation where new bonds were sold for cash and the cash used to 
buy in the old bonds at a discount. 


51 United States v. Kirby Lumber Co., 284 U.S. 1 (1931); Helvering v. Union Public 
Service Co., 75 F.2d 723 (8th Cir. 1935) (loss deduction allowed in year of issuance). 

52 Great Western Power Co. v. Comm’r, 297 U.S. 543 (1936) ; Little War Creek Coal Co. 
v. United States, 25 F.Supp. 764 (S.D. W.Va. 1938) ; Virginia Electric & Power Co. v. Col- 
lector, 52 F.Supp. 835 (E.D. Va. 1943). 

58 But see Pennsylvania Electric Co. v. United States, 135 F.Supp. 416 (Ct.Cl. 1955), 
where no income was realized by the debtor subsidiary on exchange of new bonds for old 
held by the parent. The excess face value of old bonds over new was a capital contribution 
by the parent to the subsidiary. 

54Comm’r vy. Coastwise Transport Corp., 71 F.2d 104 (1st Cir. 1934); Stanley Co. of 
America v. Comm’r, 185 F.2d 979 (2d Cir. 1951); New York, Chicago & St. Louis R.R., 
23 B.T.A. 177 (1931) ; Ernst Kern Co., 1 T.C. 249 (1942). 
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On the other hand, where the premium is relatively small in pro- 
portion to the size of the debt, the courts have treated the transac- 
tion as a substitution of liabilities and have required the premium 
to be amortized over the life of the new obligations as an adjust- 
ment to the interest rate on the new obligations.” The issue whether 
the transaction is a substitution of new obligations for old or a sale 
of the new and a purchase of the old is a question of fact and can be 
decided only after consideration of all the various facts and circum- 
stances of the transaction. Thus, the choice between the adjustment- 
of-interest-rate theory and the equivalent-to-cash theory seems to 
be one of degree. Was the difference between the principal amounts 
of the obligations so great as to be deemed a cancellation of part of 
the principal of the old obligations, or was it narrow enough to be 
deemed a mere adjustment to the interest rate? °° Obviously, such a 
test does not readily lend itself to reasonable predictability, and 
many of these factual questions can be extremely difficult to answer. 
For reasons of certainty and adherence to generally accepted ac- 
counting principles, the adjustment-to-interest-rate theory seems 
the more logical of the two rules. The Regulations dealing with the 
amortization of premium and discount on the original issuance of 
bonds lend support to this latter view.**’ The Regulations do not at- 
tempt to draw a line between those premiums which are or are not 
substantial in amount. An attempt to draw such a line in a refunding 
transaction seems unwarranted, since no such requirement is pres- 
ent for the original issuance of the bonds.*® 


3. Reduction of loss—borrowed funds dissipated 


One of the earliest exceptions to the cancellation-of-indebtedness 
rule was the situation in which the entire consideration received on 
incurrence of the liability was dissipated by the debtor. When the 
debtor subsequently discharged this liability at a discount, the gain 
on such a transaction was held to be a mere reduction of the prior 


55 Great Western Power Co. v. Comm’r, 297 U.S. 543 (1936); Virginia Electric Com- 
pany v. Collector, 52 F.Supp. 835 (E.D. Va. 1943). 

56 Ibid. 

57 Reg. Sec. 1.61-12(c) (1954). 

58 Similarly, for the reasons stated in note 48 supra, the non-recognition provisions of 
the statutory reorganization sections should not be available to the debtor corporation to 
avoid recognition of any gain in this situation. Although many of these exchanges are car- 
ried out in pursuance of a plan of statutory reorganization, the pattern of these sections 
is not designed for non-recognition of cancellation of indebtedness income to the debtor 
corporation. See also Comm’r v. Neustadt’s Trust, 131 F.2d 528 (2d Cir. 1942), holding 
that an exchange of bonds for bonds was a recapitalization and tax-free from the exchang- 
ing security holders’ standpoint. 
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loss incurred by the debtor and not a realization of taxable income. 
This result necessitated linking the loan transaction to the disposi- 
tion of the borrowed funds and treating these two events as a unit 
(there was an eight-year lapse between the borrowing and the can- 
cellation in this case). The gain in the present year was offset by the 
loss of a prior year from a different phase of the same transaction. 
Thus, the Supreme Court looked not only to the discharge side of 
the loan transaction, but also to the events surrounding the disposi- 
tion of the borrowed funds, and refused to find cancellation of in- 
debtedness income where the entire transaction as a unit produced 
a net economic loss. The Court considered all aspects of the complete 
transaction to see whether the taxpayer had actually profited from 
the venture as a whole. 

The force of this theory was severely curtailed by a later decision 
of the Supreme Court © which refused to allow the taxpayer to off- 
set prior losses against later income, even though both the loss 
and the income arose out of the same transaction. However, the 
Kerbaugh Empire case has never been expressly overruled by the 
Supreme Court, and as late as 1949 * the Court still took great pains 
to distinguish the rule of the Kerbaugh opinion from the present 
controversy. Certainly, Kerbaugh is still applicable on its particular 
facts, and the case has had a strong influence on the ‘‘insolvency’’ 
and ‘‘reduction of purchase price’’ exceptions to the Kirby rule. On 
careful reflection there appears to be more life in the Kerbaugh 
case than was originally supposed,” and the Court will apparently 
give serious consideration to the debtor’s total economic situation 
before imposing taxability in a cancellation of indebtedness case. 


4, Initial receipt of consideration for incurrence of the liability 


Several cases have held that the liability discharged at a discount 
must be originally traceable to an increment in the debtor’s assets 
before there can be recognition of cancellation of indebtedness in- 
come.® Here again the courts look to the entire transaction to see 
if there has been a net economic gain to the debtor on the loan as a 
whole. The courts in these cases emphasize the original transaction 


59 Bowers v. Kerbaugh Empire Co., 271 U.S. 170 (1926) (losses exceeded the later gain 
on the debt cancellation). 

60 Burnett v. Sanford and Brooks Co., 282 U.S. 359 (1931). 

61 Comm’r v. Jacobson, 336 U.S. 28 (1949) (borrowed funds not lost here). 

62 The philosophy of looking back to a previous transaction to determine the taxable 
status of a related transaction in the present taxable year has apparently been revived 
considerably by the case of Arrowsmith v. Comm’r, 344 U.S. 6 (1952). 

63 Comm’r v. Rail Joint Co., 61 F.2d 751 (2d Cir. 1932) ; Ruben -v. Comm’r, 97 F.2d 926 
(8th Cir. 1939) ; Fashion Park, Inc., 21 T.C. 600 (1954). Reg. Sec. 1.61-12(¢) (1954). 
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which created the liability to determine whether the debtor received 
any consideration on the incurrence of the debt. Thus, the mere 
release from an overhanging liability will not per se give rise to 
taxable income. The origin of the liability must be considered, as 
well as its termination, to see whether the loan transaction as a 
whole created an economic increment to the debtor’s assets when 
viewed in its entirety. By this line of reasoning the discharge of a 
tort liability at a compromise, the satisfaction of a charitable 
pledge at a discount, or the compromise of a liability incurred as an 
accommodation endorser ® have been held not to result in income 
to the debtor, but instead are merely a reduction of potential loss. 
Thus, an isolated increase in book net worth through a reduction of 
liabilities will apparently not justify a finding of taxable income. 
There must have been a receipt of some consideration or economic 
benefit for the incurrence of the liability, either in the form of an in- 
crease of the debtor’s assets or by the deduction of the liability as 
an expense in the debtor’s tax return, before a finding of taxability 
can be justified. 

However, the original economic benefit received by the debtor on 
the incurrence of the liability does not have to be money or other 
tangible property. The receipt of a money-equivalent in the form of 
services rendered to the debtor, the use or occupancy of rental prop- 
erty, or the use of money by the debtor will be sufficient economic 
consideration to support the obligation. The consideration received 
by the debtor need not be identified in the form of some continuing 
asset, but may be an intangible economic benefit to the debtor. The 
treatment of this area of deductible expense liabilities will be more 
fully discussed at a later point in connection with the tax benefit 
rule. 


5. Adjustment of purchase price 

Where a liability is incurred on the purchase of property still held 
by the debtor, which later depreciates to an amount below the face of 
the obligation, no taxable income is realized to the debtor if by direct 
negotiations with his creditor this debt is reduced to the then value 
of the property.” The transaction is considered to be an adjustment 


64 See cases cited supra note 39. 

65 Bradford v. Comm’r, 233 F.2d 935 (6th Cir. 1956). 

66 Hextel v. Huston, 28 F.Supp. 521 (8.D. Iowa 1939) (adjustment of purchase money 
mortgage downward to current fair market value of property) ; Hirsh v. Comm’r, 115 F.2d 
656 (7th Cir. 1940) (debtor obtained a reduction of purchase money mortgage by negotia- 
tions with creditor, and the value of the asset still held by him had declined below the face 
of the debt by at least the amount of cancellation) ; Helvering v. Killian Co., 128 F.2d 433 
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to the purchase price of the property and no taxable income is real- 
ized by the debtor. The debtor’s basis for such property is then re- 
duced downward by the amount of the partial cancellation of indebt- 
edness. Here again the Court is viewing the entire transaction as a 
whole to see whether there has been any present realizable gain to 
the debtor on the debt cancellation. 

This theory ties together the basis and value aspects of the trans- 
action with the realization of income aspects and defers the present 
realization of cancellation of indebtedness income until a final dis- 
position of the property through the reduction of basis device. In 
effect, the unrealized loss due to the decline in value of the property 
is permitted to offset the cancellation of indebtedness income by re- 
ducing the debtor’s basis for the property. If the unrealized loss 
would have been a capital loss on a disposition of the property, the 
offsetting of this loss against ordinary cancellation of indebtedness 
income produces a distinct tax benefit to the debtor. Likewise, on a 
subsequent sale of the property, any gain attributable to this pre- 
vious reduction of basis would be taxed at capita] gain rates if the 
capital-asset test was satisfied and the property had subsequently 
appreciated in value. Thus the net result could be the conversion of 
an unrealized capital loss into a subsequent capital gain through 
deferral of the present recognition of this loss by offsetting it 
against the cancellation of indebtedness income and reducing the 
basis of taxpayer’s property. 

The adjustment-to-purchase-price theory has also been applied 
in a situation where the debtor conveyed encumbered property to 
the creditor in discharge of his obligation secured by the property.” 
The Court did not treat the transaction as a sale or disposition of 
property but rather applied the cancellation-of-indebtedness rules 
and the adjustment-of-purchase-price exception.® Thus the reduc- 


(8th Cir. 1942) (same fact-pattern) ; Ralph W. Gwinn, 3 TCM 548 (1944); Borin Corp. 
vy. Comm’r, 117 F.2d 917 (6th Cir. 1941) (purchase price reduced to reflect defects in prop- 
erty and purchase money obligation revised downward). 

67 Charles L. Nutter, 7 T.C. 480 (1946). The creditor in this case was not the original 
seller of the securities but was a bank which had loaned money to the taxpayer to make the 
purchase. The securities were left with the creditor as collateral for the loan, and when 
they subsequently became worthless, were conveyed to the creditor in discharge of the tax- 
payer’s debt. The Court treated this transaction as a purchase money mortgage situation 
and a reduction of the purchase price of the securities. The case seems inconsistent with 
cases holding that a conveyance of encumbered property to the creditor is a sale or ex- 
change of property and not a cancellation of indebtedness situation. 

68 Comm’r v. Sherman, 135 F.2d 68 (6th Cir. 1943) (taxpayer reduced a purchase money 
mortgage obligation at a discount because of fraud by the seller, by conveying other prop- 
erty with a basis less than the debt in satisfaction thereof; held a reduction of purchase 
price and not a sale of property). 
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tion-of-purchase-price exception appears to control over the sale- 
or-exchange-of-property theory. 

But this exception is fairly limited in scope and does not apply 
where the value of the property remains sufficient to pay the obliga- 
tion even though the decline in value is greater than the saving to 
the debtor on the cancellation.®® Also, the exception only applies to 
purchase money obligations and not to cases involving subsequent 
borrowings secured by the property.” Similarly, the reduction must 
occur in a face-to-face negotiation between the debtor and the seller- 
creditor in regard to the purchase price.” Lastly, if the property 
has already been sold by the debtor with the obligation reflected in 
basis, a later cancellation of the indebtedness will produce income 
to the debtor.”? Aside from these limitations, the adjustment-of-pur- 
chase-price theory is still one of the major exceptions to the general 
rule of taxability in cancellation of indebtedness transactions. 


6. Financial condition of debtor 


The financial condition of the debtor has always been an impor- 
tant factor in determining whether taxable income has been realized 
on a cancellation of his indebtedness. This result stems largely from 
an emotional response by the courts to the plight of financially em- 
barrassed debtors rather than from any strict application of judi- 
cial logic. The solvency or net worth of a taxpayer has never been a 
criterion for taxability of income.from other sources; generally, in- 
come is realized during a taxable year from whatever source de- 
rived, regardless of the over-all condition of the taxpayer’s balance 
sheet. It has long been a basic proposition of the tax law that each 


69 Comm’r v. Coastwise Transport Co., 71 F.2d 104 (1st Cir. 1934) ; L. D. Coddon and 
Bros., Inc., 37 B.T.A. 393 (1938). 

70 Edward W. Edwards, 19 T.C. 275 (1952). The facts of this case strongly resembled 
the Nutter case, note 67 supra, but the Court distinguished the latter on the ground that 
the case in point involved a basis question in an independent sale of the purchased prop- 
erty to a third person, while the Nutter case involved a payment of the debt by conveyance 
of the collateral to the creditor. Frank v. United States, 131 F.2d 864 (3d Cir. 1942) ; Lutz 
& Schramm, 1 T.C. 682 (1943); R. O’Dell & Sons Co. v. Comm’r, 169 F.2d 247 (3d Cir. 
1948). 

71 Helvering v. American Chicle Co., 291 U.S. 426 (1934) (open market purchases of 
obligations) ; Comm’r v. Coastwise Transport Co., 71 F.2d 104 (1st Cir. 1934) ; Denman 
Tire and Rubber Co., 14 T.C. 706 (1950) (bargain cancellation of excise tax debts assumed 
by taxpayer as part of the purchase price; creditors were not the original sellers of the 
property ; this case seems inconsistent with the Nutter case, note 67 supra, on this particu- 
lar point) ; Fifth Avenue-Fourteenth Street Corp. v. Comm’r, 147 F.2d 453 (2d Cir. 1944). 

72 B, F. Avery & Sons, Inc., 26 B.T.A. 1393 (1932) (Board imposed taxability in this 
situation because the liabilities incurred on the purchase of the property had been taken 
as prior deductions for cost of goods sold and depreciation by the taxpayer), accord, Wil- 
lard Helburn, Inc. v. Comm ’r, 214 F.2d 815 (1st Cir. 1954). 
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transaction from which income can be derived should be treated 
separately to see whether gain or loss has arisen; and if income does 
accrue from a transaction, it should be presently taxed, regardless 
of the taxpayer’s other activities or his general financial condition. 

Despite the logic of this statement, the cancellation of indebted- 
ness cases have always considered the financial condition of the 
debtor to be of the utmost importance in determining taxability on 
the cancellation.” It has long been the rule that a debtor realizes no 
income from a discharge of his indebtedness resulting from an ad- 
judication in bankruptcy or under a composition agreement of his 
creditors.* To impose a tax on the bankrupt debtor’s estate in 
such a situation would be to penalize the creditors who have for- 
mally taken control of the debtor’s property to administer an equi- 
table division of the debtor’s assets in such a proceeding. However, 
mere financial distress of the debtor, without actual insolvency in 
the bankruptcy sense (liabilities exceed assets), does not exempt 
canceuation of indebtedness income from taxability.” 

Several variations of the insolvency rule can be traced from the 
decided cases. If the debtor is insolvent before and after the cancel- 
lation, no taxable income is realized, since no assets have been freed 
by the cancellation.” The courts say that there has been no improve- 
ment in the debtor’s net worth in such a situation because he has no 
net worth, being insolvent before and after the transaction. Thus no 
assets have been freed by the cancellation which were previously 
offset by the obligations discharged, and no economic benefit has 
been realized on the transaction. Extinction of a debt rendered 
worthless by the debtor’s insolvency is not deemed such an economic 
benefit to the debtor as to justify the imposition of a tax. However, 
if the debtor is made solvent by the discharge, taxable income appar- 
ently results to the extent that he is made solvent by such cancella- 


78 Meyer Jewelry Co., 3 B.T.A. 1319 (1926) ; Comm’r v. Simmons Gin Co., 43 F.2d 327 
(10th Cir. 1930) ; Burnett v. Campbell Co., 50 F.2d 487 (D.C. Cir. 1931). 

74 1.T, 1564, II-1 Cum. Butt. 59 (1923). 

75 Fifth Avenue-Fourteenth Street Corp. v. Comm’r, 147 F.2d 453 (2d Cir. 1944) ; Cone- 
stoga Transportation Co., 17 T.C. 506 (1951); Consolidated Gas Co. of Pittsburgh, 24 
B.T.A. 901 (1931). 

76 Dallas Transfer and Terminal Warehouse Co. v. Comm’r, 70 F.2d 95 (5th Cir. 1934) 
(debtor transferred appreciated assets in satisfaction of debts; the Court held the insol- 
vency exception controlled over the sale of property theory; the Court also included capital 
stock as liabilities, which seems erroneous) ; Kramon Development Co., 3 T.C. 342 (1944) ; 
Madison Railways, 36 B.T.A. 1106 (1937) (purchase and retirement of bonds by insolvent 
corporation in open market) ; Astoria Marine Construction Co., 12 T.C. 798 (1948) ; Porte 
F. Quinn, 31 B.T.A. 142 (1934); Springfield Industrial Building Co., 38 B.T.A, 1445 
(1938) ; Reg. Sec. 1.61-12(b) (1954). 
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tion.” To this extent net assets are freed for his separate use, bene- 
fit, or disposal. The Court of Appeals for the Second Circuit seems 
to have evolved its own independent test for application of the in- 
solvency exception.”* If an insolvent taxpayer buys in its debts, or 
any of them, for an amount equal to or greater than the amount 
which would have been paid to the creditors upon liquidation of the 
debtor, then there is no taxable gain, but when the taxpayer buys 
in his debts for less than this amount, then there is taxable gain to 
that extent. 

Thus, regardless of the logic or rationality of this matter, the 
courts are definitely committed to the factor of the debtor’s balance 
sheet financial condition in determining taxability of a cancellation 
of indebtedness transaction. But perhaps upon purely practical con- 
siderations, this special treatment is warranted because of the pecu- 
liar nature of cancellation of indebtedness income, which is com- 
puted by measuring an improvement in the balance sheet of the 
taxpayer. To consider his total balance sheet picture in this calcula- 
tion to see if a favorable improvement has in reality taken place 
would seem to be in accord with sound policy for this particular type 
of income. 


7. Donative cancellation 

That a cancellation of indebtedness may be motivated for purely 
donative reasons has long been a recognized proposition in this 
field.”* If the forgiveness occurs to a natural object of the creditor’s 
bounty, there seems little question that the cancellation is a gift and 
not taxable income to the debtor. In these personal or family situa- 
tions, the donative intent to make a gift of the obligation can be 
readily implied from the relationship of the parties.” 

However, in a business or commercial setting, the concept of dona- 
tive intent and gratuitous forgiveness of indebtedness seems some- 
what unrealistic. The courts have been struggling with this question 
for a considerable number of years, and with a notable lack of suc- 
cess in creating any reasonable degree of certainty on this matter. 
Initially the creditor’s motives were stressed to see if the cancella- 


77 Lakeland Grocery Co., 36 B.T.A. 289 (1937); The Haden Co. v. Comm’r, 118 F.2d 
285 (5th Cir. 1941) ; Texas Gas Distributing Co., 3 T.C. 57 (1944) ; Reg. Sec. 1.61-12(b) 
(1954). 

78 Fifth Avenue-Fourteenth Street Corp. v. Comm’r, 147 F.2d 453 (2d Cir. 1944). 

79 Reg. 45, Art. 51 (but the Regulations no longer provide for the gift exception) ; I.T. 
1547, II-1 Cum. But. 58 (1923). 

80 But see E, F. Simms, 28 B.T.A. 988 (1933) (cancellation between husband and wife 
held taxable). 
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tion was actually motivated by a desire to confer a gift on the 
debtor.* However, this was a highly subjective question and was 
quite difficult to administer. In order to avoid this conflict and uncer- 
tainty, the Supreme Court in the American Dental case turned to a 
more objective test, which it apparently hoped would greatly clear 
the air.*? The Court adopted the theory that if the cancellation was 
gratuitous on the part of the creditor, no income resulted from such 
a cancellation, regardless of the motives of the creditor in effecting 
such discharge. Even though the creditor acted for purely business 
reasons, the release of ‘‘something for nothing’’ was a gift on his 
part and was sufficient to show the necessary donative intent, since 
nothing was received from the debtor for the cancellation. 

This rationale of the Supreme Court in the American Dental case, 
stressing the absence of consideration given for the cancellation, led 
to a string of victories for taxpayers in the lower courts on a ‘‘gift 
theory,’’ * which finally culminated at the height of absurdity when 
a compromise between the Federal Government and a taxpayer of 
an excise tax liability was held to be a non-taxable gift.™ 

The Supreme Court eventually realized the essential unreality of 
the gift concept in these commercial transactions, and in the Jacob- 
son ® case retreated from its extreme position previously adopted in 
American Dental. In Jacobson the Court reverted to the ‘‘motive 
test’’ by holding that the question of donative intent was a factual 
one, to be decided upon the facts and circumstances of each particu- 
lar case. There can be no showing of donative intent, said the Court, 
where the creditor was trying to obtain the best price available in 
his negotiations with the debtor. So once again subjective intent 
seems to be the reigning principle in these gratuitous cancellation 
cases. 

However, since Jacobson, the lower courts have almost unani- 
mously decided that no gift is present in a business situation involv- 
ing a cancellation of indebtedness.* Rare indeed has been the case 


81 American Dental Co., 44 B.T.A. 425 (1941) ; Auto Strop Safety Razor Co., 28 B.T.A. 
621 (1933) ; Carroll-McCreary Co. v. Comm’r, 124 F.2d 303 (2d Cir. 1941). 

82 Helvering v. American Dental Co., 318 U.S. 322 (1943) (gratuitous cancellation of 
previously accrued and deducted interest and rental indebtedness was held to be a gift and 
not taxable income to the debtor). 

88 Brown Cab Co., 1 TCM 450 (1943) ; George Hall Corp., 2 T.C. 146 (1943) ; The Pan- 
coast Hotel Co., 2 T.C. 326 (1943) ; Edmont Hotel Co., 10 T.C. 260 (1948). 

84 Manhattan Soap Co., 3 TCM 257 (1944). 

85 Comm’r v. Jacobson, 336 U.S. 28 (1949). 

86 Denman Tire & Rubber Co., 14 T.C. 706 (1950) ; Spear Box Co. v. Comm’r, 182 F.2d 
844 (2d Cir. 1950); Marshall Drug Co. v. United States, 95 F.Supp. 820 (Ct.Cl. 1951) ; 
1180 East 63rd Street Building Corp., 12 T.C. 437 (1949); Astoria Marine Construction 
Co., 12 T.C. 798 (1949). 
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that found the necessary donative interest to make a gift in these 
commercial transactions since the Jacobson opinion.” It would ap- 
pear today that the gift exception is limited almost exclusively to 
personal or non-business instances of debt cancellations. 


8. Contribution to capital by shareholder creditor 

Generally, when a shareholder in a corporation loans money to 
his corporation and subsequently cancels this obligation, the trans- 
action amounts to a contribution to the capital of the debtor cor- 
poration and not taxable income.** But this transaction must be 
gratuitous on the part of the shareholder creditor, without any con- 
sideration passing from the debtor corporation for the cancellation. 
However, a mere enhancement of the value of the shareholder’s 
interest in the corporation resulting from the cancellation would 
probably not be such consideration as would make the cancellation 
non-gratuitous. 

The cancellation should be directly linked with the creditor’s 
status as a shareholder and should be made with an intent to make 
a contribution to the capital of the debtor corporation. If the share- 
holder acts in his capacity as a creditor rather than a shareholder 
and does not intend to make a capital contribution, then cancella- 
tion of indebtedness income would probably result to the debtor cor- 
poration. Most of the cases on this matter deal with cancellations 
made by principal stockholders of closely-held corporations, and 
thus the intent to improve the capital structure of the debtor corpo- 
ration is relatively easy to establish. 

The courts are in substantial agreement that the cancellation of 
the principal of the debt is a capital contribution by the creditor- 
shareholder,®® but a more difficult problem arises in the case of 
‘‘non-principal’’ debts, such as interest, salaries, royalties, or ex- 
penses of the corporation previously accrued by the debtor as de- 
ductions for tax purposes. The problem reaches extreme possibili- 


87 Boos v. Reynolds, 84 F.Supp. 185 (D. Minn. 1949), aff’d sub nom. 188 F.2d 323 (8th 
Cir. 1951) (held to be a gift). 

88 Reg. Sec. 1.61-12(a) (1954). 

89 Comm’r v. Auto Strop Safety Razor Co., 74 F.2d 226 (2d Cir. 1934) ; Comm’r v. Jane 
Holding Corp., 109 F.2d 933 (8th Cir. 1940) ; Reg. Sec. 1.61-12(a) (1954). But see Briar- 
cliff Investment Co. v. Comm’r, 90 F.2d 330 (5th Cir. 1933), where the shareholders of the 
debtor corporation purchased the debtor’s bonds in the open market at a discount and then 
sold the bonds to the debtor corporation at cost. The debtor corporation contended that the 
shareholders had made a capital contribution of the difference, but the Court treated the 
transaction as if the debtor had purchased its own bonds at discount, on which it was tax- 
able under the Kirby rule. No intent to improve the capital structure of the debtor corpo- 
ration was present here, said the Court. 
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ties for tax avoidance when the creditor is on a cash basis and has 
not reported such unpaid amounts as income. However, this latter 
situation has been somewhat abated by section 267 of the 1954 
Code,” which provides that such expenses or interest must be paid 
within two and one-half months of the close of the debtor’s taxable 
year or the deduction will be permanently lost. But if the payor and 
payee are not within the proscribed relationships of this section, its 
provisions will not be applicable, and the deduction could be claimed 
by the debtor. 

The Court of Appeals for the Second Cireuit and the Tax Court 
have adopted the view that even the cancellation of these non-prin- 
cipal debts will be a contribution to capital of the debtor corpora- 
tion.** The Court of Appeals for the Eighth Cireuit has taken the 
contrary view * and found taxable income to the debtor corporation 
on a tax-benefit theory. Thus the law is still in an unsettled state as 
to whether the cancellation of these non-principal debts will be a 
capital contribution by the shareholder-creditor or taxable income 
to the debtor corporation. 

If the transaction is held to be a contribution to capital, the basis 
of the creditor’s shares is increased by the amount of his capital 
contribution ; ** the cancellation, in effect, transmutes the share- 
holder’s interest from a debt to an equity interest in his corpora- 
tion. However, if the creditor had no basis for the debt, 7.e., if the 
debt had never been reported in taxable income by the creditor be- 
cause he was on a cash basis,** the corporation would take a zero 
basis for this debt,®* and the shareholder would not be able to in- 
crease the basis of his interest in the corporation. 


90 T.R.C. § 267(a) 2 (1954). 

91 Comm’r v. Auto Strop Safety Razor Co., supra note 89 (interest) ; Carroll-McCreary 
Co. v. Comm’r, 124 F.2d 303 (2d Cir. 1941) (salaries); Edward Mallinckrodt, Jr., 38 
B.T.A. 960 (1938) ; Brazoria Investment Co., 20 T.C. 690 (1953) (expenses for raw mate- 
rials) ; George Hall Corp., 2 T.C. 146 (1943). 

92 Helvering v. Jane Holding Corporation, 109 F.2d 933 (8th Cir. 1940). The Court 
adopted the position of the Regulations, supra note 88, that the cancellation of previously 
accrued and deducted interest was taxable income to the debtor corporation and not a con- 
tribution to capital. The Court felt that since the corporation had deducted the interest 
from taxable income in previous years, this amount should be returned to income when can- 
celled because it had never actually been paid by the debtor. The Court also seemed to find 
consideration for the cancellation here, but this aspect of the decision seems to be highly 
questionable. 

93 ILR.C. §§ 118 and 362 (1954) ; Reg. Sec. 1.118-1 (1954). 

94 Brazoria Investment Co., 20 T.C. 690 (1953); George Hall Corp. v. Shaughnessy, 67 
F.Supp. 748 (N.D. N.Y. 1946). 

95 T.R.C. § 362 (1954). 
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9. Tax benefit aspects 

a. As an approach to taxability 

The role of the tax-benefit doctrine as an approach to taxability 
in the cancellation of indebtedness area has been far from clear. As 
a general proposition, the theory seems logical and fair, that is, if 
an accrual basis debtor has accrued and deducted a liability in his 
tax return for a prior year, a subsequent cancellation of that lia- 
bility should in all fairness produce income in the year of cancella- 
tion.” But cancellation of indebtedness cases have not been re- 
nowned for their rigid application of judicial logic. If the court does 
apply the tax-benefit theory, it is in effect adopting a deduction ap- 
proach to taxability in this area of debt cancellations, i.e., if the obli- 
gation has previously been accrued and deducted for tax purposes 
and the unpaid liability is later cancelled by the creditor, taxable 
income is realized by the debtor on this transaction because of the 
prior economic benefit derived from the deduction. This theory is 
to be contrasted with the Kirby approach, which emphasizes the net 
increase in the debtor’s assets accruing from the cancellation. The 
difference between these two approaches can be traced to the funda- 
mental nature of the obligations involved and the circumstances sur- 
rounding their incurrence. 

Under the asset approach, the taxpayer has received tangible 
property (usually cash or fixed assets) as the economic benefit for 
incurrence of the liability, and its subsequent cancellation at a dis- 
count leaves the debtor with a clear net gain in his assets. The loan 
transaction is usually a long-term, non-recurring capital financing 
operation and does not create a presently deductible operating ex- 
pense for the debtor. The asset approach to taxability is generally 
adopted in these long-term capital financing operations where the 
taxpayer obtains cash or a fixed asset on the incurrence of the obliga- 
tion. But under the deduction approach, the liability itself is a cur- 
rent expense item which is presently deductible in computing taxable 


96 Helvering v. Jane Holding Corp., 109 F.2d 933 (8th Cir. 1940) ; Towers and Sullivan 
Manufacturing Co., 25 B.T.A. 922 (1932) (interest accrued and deducted in the same year 
as the cancellation of that interest should be included in gross income of taxpayer, but not 
interest deducted in prior years. Debtor was insolvent before and after discharge) ; George 
Hall Corp., 1 T.C. 471 (1943) (held taxable income on tax benefit theory but later reversed 
in 2 T.C. 146 (1943) as an exempt gift under American Dental doctrine) ; B. F. Avery & 
Sons, Inc., 26 B.T.A. 1393 (1932) (taxpayer had taken the liabilities as deductions in pre- 
vious years through depreciation and cost of goods sold; held taxable income in year of 
cancellation) ; Claridge Apartments Co., 1 T.C. 163 (1942) ; The Securities Co. v. United 
States, 85 F.Supp. 532 (S.D. N.Y. 1948) ; Barnhardt-Marrow Consolidated, 47 B.T.A. 590 
(1942) ; 1180 East 63rd Street Building Corp., 12 T.C. 437 (1949) ; Capento Securities 


Corp., note 46 supra. 
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income from ordinary operations. The consideration received by the 
debtor on incurrence of the obligation usually consists of intangible 
and rapidly consumed economic benefits, e.g., services or the use of 
property or money or similar ‘‘expense-type’’ items, or the receipt 
of current assets, such as inventory or supplies, which amounts 
enter into the computation of the debtor’s taxable income from ordi- 
nary operations for the current year. The tax and economic benefits 
resulting from the current deductions for these items require this 
amount to be returned to income if it later develops that the debtor 
did not have to pay these previously accrued liabilities. 

However, the courts have adopted the same exceptions to cancel- 
lation of indebtedness income under the deduction approach as they 
have under the asset approach. Thus, if the taxpayer is insolvent, 
no income results; * if the cancellation is a gift ** or a contribution 
to capital,® there is likewise no income; or if it represents a part of 
the subscription price of the debtor’s stock, there is similarly no in- 
come.’ Apparently the courts will continue to apply the same rules 
for determining whether a transaction falls within a recognized ex- 
ception to the cancellation-of-indebtedness rule, regardless of the 
fact that the taxpayer has derived a prior tax benefit from deduct- 
ing the liability in his tax return as an ordinary current expense. 


b. Asa further exception to taxability 

The converse of the tax-benefit rule may also create a further 
exception to taxability in the cancellation of indebtedness area. If 
the prior deduction of the accrued liability produced no tax benefit 
to the taxpayer in the year of the deduction, then a subsequent can- 
cellation of that liability would not produce cancellation of indebted- 
ness income to the debtor.” Thus, while the tax-benefit rule seems 
to be a two-edged sword, in the cancellation of indebtedness area 
both edges appear to cut for the taxpayer. 


Il. Lecisuative ATTEMPTs aT SOLUTION 


To say that the case law on the cancellation of indebtedness prob- 
lem was chaotic would be an understatement of major proportions. 


97 The Haden Co. v. Comm’r, 118 F.2d 285 (5th Cir. 1941) ; Towers and Sullivan Manu- 
facturing Co., 25 B.T.A. 922 (1932). 

98 Helvering v. American Dental Co., 318 U.S. 322 (1943); George Hall Corp., 2 T.C, 
146 (1943) ; Reynolds v. Boos, 188 F.2d 322 (8th Cir. 1951). 

99 Comm’r v. Auto Strop Safety Razor Co., 74 F.2d 226 (2d Cir. 1934) ; Carroll-McCreary 
Co. v. Comm’r, 124 F.2d 303 (2d Cir. 1941). 

100 Aleazar Hotel, Inc., 1 T.C. 872 (1943) ; Motor Mart Trust Co. v. Comm’r, 156 F.2d 
122 (1st Cir. 1946). 

101 Barnhardt-Marrow Consolidated, 47 B.T.A. 590 (1942), aff’d, 150 F.2d 285 (9th 
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This welter of conflicting decisions and subtle theories—often work- 
ing at cross-purposes within the same jurisdiction—succeeded in 
creating an almost impenetrable maze of complexity, and the tax- 
payers’ cries of anguish at this situation were loud and justified. 
‘‘Frolic and detour’’ seemed to be the order of the day in a debt 
cancellation case. But eventually enough protests began to reach 
the ear of Congress; and largely through the sustained efforts of the 
railroads, a pattern of legislative relief was begun. 





A. Inrritat Statutory Provisions 
1. The Chandler Act of 1938 * 


a. Corporate reorganizations 


The first gesture of legislative relief to the debt-cancellation rule 
came in the Chandler Act of 1938 which amended the provisions of 
the Bankruptcy Act of 1898. Section 268 of the Bankruptcy Act pro- 
vided that no income shall be realized to a debtor corporation by 
reason of the modification or cancellation, in whole or in part, of the 
indebtedness of such corporation in a reorganization proceeding 
under Chapter X of the Chandler Act, or old section 77B of the Bank- 
ruptey Act of 1898. The provisions of this section were broad and 
absolute, with only one modification. Where it appeared that the 
plan of reorganization had for one of its principal purposes the 
avoidance of taxes, objection to confirmation of the plan could be 
made by the Treasury or by an appropriate official of the state tax- 
ing authority, and the plan would not be approved by the court.’ 
Thus, except for the above tax-avoidance limitation, corporate 
bankruptcy reorganizations were granted a broad general immunity 
from taxability under the Kirby doctrine if the reorganization qual- 
ified under the relevant provisions of the Bankruptcy Act. 

The above tax relief as proposed in the Chandler Act was origi- 
nally intended to be a complete forgiveness of tax to corporate 
debtors reorganizing in bankruptcy. However, at the insistence of 
the Treasury, the debtor corporation was required to furnish a quid 
pro quo in the form of a basis reduction in return for current tax 
immunity from cancellation of indebtedness income. In effect, the 
relief granted by the Act was only temporary in nature, with taxa- 
tion merely being postponed through operation of the basis rules by 


Cir. 1945) ; Warner Co., 11 T.C. 419 (1948), aff’d, 181 F.2d 599 (3d Cir. 1950) ; 1180 East 
63rd St. Building Corp., note 96 supra; Walker v. Comm’r, 88 F.2d 170 (5th Cir. 1937). 

102 Bankruptcy Act of 1938, §§ 268, 270, 395, 520, and 679; 52 Sra. 840, as amended, 
11 U.8.C. § 1017 (1952). 

108 Bankruptcy Act § 269, 52 Srar. 904, as amended, 11 U.S.C. § 669 (1952). 

104 Bankruptcy Act § 270, 52 Stat. 904, as amended, 11 U.S.C. § 670 (1952). 
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requiring a reduction of the debtor corporation’s basis for its assets. 
Section 270 required the basis of the debtor’s assets to be decreased 
by the amount of the debt that had been cancelled or reduced in the 
proceeding. The avowed purpose of section 270 was to avoid a double 
deduction to the debtor corporation undergoing a bankruptcy reor- 
ganization,’® but the section soon brought forth a wave of un- 
friendly criticism, not the least of which emanated from that most 
august of institutions, the Supreme Court, which called the section 
‘a plain blunder, the consequences of which were not foreseen, un- 
derstood or intended by those who finally gave it the form of 
law. 99 106 

This adverse reaction to the basis reduction required by section 
270 occurred for several obvious reasons, the first of which was the 
problem of whether it operated independently of section 268 and re- 
quired a reduction of basis on a debt cancellation without regard to 
whether or not the cancellation would have produced taxable income 
to the debtor in the absence of the aid furnished by section 268. A 
literal reading of section 270 suggested that a basis reduction was re- 
quired irrespective of any question of taxable income realized from 
that cancellation,’ and this was the view adopted by the Court of 
Appeals for the Seventh Cireuit.*°% This Court read the section 
strictly and decided that it required the basis of the debtor’s prop- 
erty to be reduced by the amount of the cancellation, even though 
such cancellation would not have produced taxable income under the 
Kirby Lumber principle. 

However, this severance of the basis-reduction requirement of 
section 270 from the exemption provision of section 268 seemed to 
fly in the face of the fundamental reason for the adoption of these 
sections, 7.e., section 270 was adopted as a corollary to the exemption 
provision of section 268 in order to prevent a double deduction which 
would oceur by allowing both an exemption from taxability for the 
gain and the continuation of a high depreciation basis for the debt- 
or’s assets. Thus viewed, section 270 seemed indisputably linked 
with, and dependent for its applicability upon, the prior operation 
of section 268. If section 268 was not necessary to exempt the gain 


105 §.ReP. No. 1916, 75th Cong., 3d Sess. 7 (1938). 

106 Claridge Apartments Co. v. Comm’r, 323 U.S. 141, 151 (1944). 

107 Also, Congress rejected the proposal specifically designed to make section 270 reeap- 
ture only the amount of income which would have been taxable but for section 268. Hear- 
ings on H.R. 9864 Before the Subcommittee of the House Committee on the Judiciary, 76th 
Cong., 3d Sess. 56 (1940). This was a proposal recommended by the National Bankruptcy 
Conference to correct defects in section 270. J 

108 Claridge Apartments Co. v. Comm’r, 138 F.2d 962 (7th Cir. 1943), rev’d on other 
grounds, 323 U.S. 141 (1944). 
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from taxation, then a fortiori section 270 should not require a reduc- 
tion of basis for the debtor’s assets. The Court of Appeals for the 
First Circuit adopted this latter view: that the applicability of sec- 
tion 268 was a condition precedent to the operation of section 270; 
and that since cancellation of indebtedness income was not present 
in the instant case, section 268 was not necessary to exempt the gain 
from tax, and thus section 270 did not require a reduction of basis.’ 

The linking together of section 268 and section 270 as an indivisi- 
ble unit seemed a sound interpretation of what was actually intended 
to be accomplished by the Bankruptcy Act on this matter, but un- 
fortunately the uncertainty generated was so great that corpora- 
tions preferred to reorganize outside the Bankruptcy Act rather 
than risk the independent application of section 270. 

Another equally acute problem presented by section 270 was the 
excessive amount of the basis reduction required thereunder. In 
many cases section 270 produced a zero basis to the newly reorgan- 
ized company,’” with the resulting anomaly that a corporation at- 
tempting to strengthen its financial position through a reorganiza- 
tion in bankruptcy, actually substituted in place of its financial 
burden an equally onerous tax burden in the form of a zero basis for 
its assets. The worse off financially the debtor was, the greater 
would be its debt cancellation and thus its basis reduction. This re- 
sult tended to impede severely reorganizations under the Bank- 
ruptey Act, and corporations were induced to maintain an unsound 
capital structure or reorganize outside the Bankruptcy Act rather 
than submit to this drastic reduction of basis. Thus the adoption of 
a fair and feasible plan of reorganization was prejudiced in many 
cases by the injection of totally extraneous tax considerations into 
the picture." 

These objections to the operation of section 270 led, in 1940, to 
its retroactive amendment effective as of the original enactment of 
the Chandler Act.” This provision provided that a floor of fair mar- 
ket value be established below which the basis of the debtor’s prop- 
erty could not be reduced. Congress expressly rejected a proposal 
that section 270 be applicable only where section 268 was necessary 
to exempt the gain from tax and instead adopted the ‘‘fair market 
value’’ limitation as a solution to the ills of section 270. This pro- 
vision did serve to correct one of the more glaring defects of section 
270, but the opponents of the provision were not pacified by the 


109 Comm ’r v. Motor Mart Trust, 156 F.2d 122 (1st Cir. 1946). 

110 Reg. 103, Sec. 109.113 (b) (1) (2). 

111 H.R. Rep. No. 2372, 76th Cong., 3d Sess. 1-4 (1940). 

112 Act of July 1, 1940, § 1, 54 Svar. 709, as amended, 11 U.S.C. § 670 (1952). 
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amendment, and their agitation continued unabated until the even- 
tual adoption of the insolvency reorganization provisions, discussed 
in greater detail later. 

Thus the Bankruptcy Act did provide a rough sort of relief from 
the application of the Kirby rule, but the price was high and the Act 
was not without its faults and weaknesses, as was illustrated by the 
lack of enthusiasm which greeted its adoption and the subsequent 
attempts to change its effectiveness. The provisions of the Act were 
broad and mandatory, and the main core of objections thereto was 
centered around the controversial section 270. It will be demon- 
strated shortly how the originally broad effects of section 270 have 
been gradually circumscribed by subsequent statutory provisions, 
until today it is of relatively minor importance in the reorganization 
of insolvent corporations. 


b. Other provisions of the Bankruptcy Act 


Relief similar to that afforded corporate reorganizations under 
Chapter X also was provided for Compositions and Arrangements 
under Chapter XI,"* Real Property Arrangements under Chapter 
XII,""* and Wage Earners’ Plans under Chapter XIII.” The statu- 
tory language of these provisions was almost identical in substance 
to that of the corporate reorganization sections, and the ultimate 
results were the same for all practical purposes. However, in a 
Wage Earners’ Plan under Chapter XIII, the tax relief was abso- 
lute, since no corresponding adjustment was required to the basis of 
the debtor’s property under this provision. With this one exception, 
the exemption from taxability provided by these sections was ac- 
quired only at the price of a corresponding reduction to the basis of 
the debtor’s property, but such reduction could not be below its fair 
market value at the time of the cancellation. 


2. The Revenue Act of 1939 


a. Elective exclusion and basis adjustment—Section 22(b)(9) and 
Section 113(b) (3) 


(1) Initial provisions 


Tn the Revenue Act of 1939 Congress tried once more to deal effec- 
tively with the cancellation of indebtedness problem, but succeeded 


118 Bankruptcy Act of 1938, §§ 395 and 396, 52 Star. 915, as amended, 11 U.S.C. §§ 795 


and 796 (1952). 

114 Bankruptcy Act §§ 520 and 522, 52 Srar. 929, as amended, 11 U.S.C. §§ 920 and 922 
(1952). 

115 Bankruptcy Act § 679, 52 Srar. 938, as amended, 11 U.S.C. § 1079 (1952). 
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only in compounding the obscurity already enveloping this general 
area. The device selected was an elective exclusion of income on the 
part of the debtor, conditioned on his consent to a reduction of basis 
in accordance with Regulations prescribed by the Commissioner. In 
general, the statute provided that a corporate debtor in an unsound 
financial condition would not realize income from the discharge of 
an indebtedness evidenced by a security, if the debtor corporation 
consented to reduce the basis of its property in accordance with the 
Regulations adopted by the Commissioner."* The amount of the 
gross income excluded under this section would be applied to reduce 
the basis of the debtor’s property in the order prescribed by the 
Regulations.""* But the amount of this basis adjustment could never 
exceed the total amount to be excluded from gross income under the 
exclusion provision of section 22(b) (9). 

This provision should be compared with the basis reduction sec- 
tion of the Bankruptcy Act which contained no such limitation. Un- 
like the Bankruptcy Act provisions, the relief afforded by the 1939 
Code was elective on the part of the taxpayer, and the correspond- 
ing reduction of basis provision was dependent upon the amounts 
that would have been taxable income to the debtor but for the aid of 
the optional exclusion rule. These provisions were aimed primarily 
to benefit the railroads whose bonds were currently selling well be- 
low par in the market,"’® but the relief was applicable generally to 
any corporation qualifying under the terms of the statute. 

These sections of the Revenue Act were to be in addition to the 
Bankruptcy Act provisions, and each set of enactments was intended 
to operate exclusively and independently in its own bailiwick.'!® The 
Revenue Act provisions were intended to provide an incentive for 
corporations in an unsound financial condition to liquidate their in- 
debtedness without going into bankruptcy and to put themselves on 
a sound financial basis so that they could eventually earn enough 
money to pay an income tax to the Government.’ However, the re- 
lief given to debtors under the Revenue Act provisions, like that of 
the Bankruptcy Act, was only a temporary postponement of the tax 
rather than a complete exemption from tax because of the operation 
of the basis reduction rules. In effect, the income that would have 
been telescoped into one taxable year had it been recognized was 


116 T.R.C. § 22(b)9 (1939). 

117 I.R.C. § 113(b)3 (1939). 

118 H.R. Rep. No. 855, 76th Cong., 1st Sess. 5 (1939). 

119 Td, at 25. 

120 84 Cona. REC. 7465-7466 (1939) (remarks of Mr. Cooper). 
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spread forward over the rest of the life of the taxpayer’s property 
through decreased depreciation deductions, or at least deferred un- 
til such property was sold by the taxpayer. The basis reduction un- 
der the Bankruptcy Act was, however, much more severe than that 
provided under the Revenue Act, the former not being limited to 
the amount that would have proved taxable but for the aid of the 
exclusion provision. But the amount of the basis reduction under the 
Revenue Act was not limited to a floor of fair market value as under 
the Bankruptcy Act. 

The sections of the Revenue Act of 1939 dealing with cancellation 
of indebtedness were an interesting example of statutory drafting 
technique and warrant a more thorough analysis of the problems 
created by their enactment. Several general observations were ap- 
parent from the face of the statute. Its terms were applicable only 
to cases where ‘‘income”’ was realized from the discharge of in- 
debtedness. Thus the entire case law dealing with the realization of 
income on a debt cancellation transaction was incorporated into the 
terms of the statute. In effect, the statute delegated power to the 
courts to determine whether income existed, and only if such in- 
come did arise were the terms of the statute to be applicable. 

Also, the provisions were applicable only to the amount of in- 
come ‘‘attributable’’ to the discharge of the taxpayer’s indebted- 
ness. From this language it would seem that the statute was in- 
applicable where the source of the income was not derived from 
the cancellation transaction but rather from some other source, 
such as compensation, dividends, or the sale of property. Where 
merely the method of payment was by a debt cancellation device, 
then the source of the income derived from this transaction would 
not be attributable to a cancellation of indebtedness. By providing 
that the exclusion was only for income attributable to the discharge 
of indebtedness, Congress had apparently limited its applicability 
to cases involving ‘‘ pure cancellation of indebtedness income”? situ- 
ations and had thus eliminated those categories of cases in which the 
form of income realized was compensation, dividend income, or the 
like. In these latter cases, the income would not be attributable to 
the cancellation of indebtedness but rather would arise from the 
performance of services, the transfer of property, or the status of 
the debtor as a shareholder of the creditor corporation. 

Another limitation was that the debtor had to be in an unsound 
financial condition. This did not mean insolvency in the bankruptcy 
or equity sense but was intended to reach that class of corporations 
in financial distress which were not yet in such poor condition as to 
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warrant bankruptcy proceedings.” The taxpayer was required to 
establish its unsound financial condition to the satisfaction of the 
Commissioner, unless such condition was certified by an official fed- 
eral agency authorized to loan money to the debtor or exercise regu- 
latory control over it.’*? This provision could hardly be expected to 
warm the cockles of a corporation executive’s heart with its hazy 
delegation of discretion to the Commissioner to make the determina- 
tion of unsound financial condition.’*? The Committee Reports gave 
one forlorn example of the term ‘‘unsound financial condition’’— 
the fact that a corporation’s bonds were selling below the market 
price of similar issues of similar businesses would be highly indica- 
tive of unsound financial condition—™ but even this example was 
not binding on the Commissioner. This deliberate creation of uncer- 
tainty by legislation in an area already fraught with obscurity 
seemed hardly to be a justifiable exercise by Congress of its law- 
making power. 

Several other provisions of sections 22(b)(9) and 113(b) (8) il- 
lustrate the extremely limited scope of the relief granted thereby. 
These sections applied only to corporations, and then only to in- 
debtedness which was evidenced by security. The term ‘‘security”’ 
was defined as a bond, debenture, note certificate, or other evidence 
of indebtedness issued by any corporation. This provision was 
originally drafted to cover only bonds in registered form or with 
coupons attached, but this was considered too restrictive in its ap- 
plication, and the definition in its final form was adopted.’ As de- 
fined, the term ‘‘security’’ would cover most forms of corporate 
indebtedness, except open account obligations. There were also sev- 
eral time-limits imposed by the Act: the securities must have been 
in existence on June 1, 1939; and the section itself was to last only 
three years, at which time it would automatically expire. Also, the 
debtor had to file his consent to the Regulations at the time of filing 


121 H.R. Rep. No. 855, 76th Cong., Ist Sess. 22-24 (1939). 

122 Ibid. This latter provision, recommending use of information obtained by federal 
agencies (R.F.C. was the listed example, but such agencies as F.T.C. or S.E.C. would simi- 
larly seem to be included), was added by the Senate Finance Committee. The intention of 
this requirement was to utilize information obtained by the various agencies of the Federal 
Government which dealt with many of the corporations which would attempt to come 
under the Act where the financial condition of the corporation was an important factor in 
such dealings. The hope was to relieve the Commissioner of the burden of making an inde- 
pendent finding in each individual case. S.Rep. No. 648, 76th Cong., 1st Sess. 5 (1939). 

123 84 Cona. REc. 7466 (1939) (remarks of Mr. Buck). The term was intentionally left 
undefined, and discretion given to the Commissioner to define it. 

124 H.R. Rep. No. 855, 76th Cong., Ist Sess. 23 (1939). 

125 84 Cona. REC. 7465 (1939). 
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his original return, and if the consent was not so filed, the benefits 
were not available to such taxpayer.’** Whether the consent, once 
filed, was binding on the taxpayer and irrevocable was not specifi- 
cally provided for in the Code or Regulations, and there is still con- 
siderable uncertainty as to whether a taxpayer may change his mind 
and withdraw an absolute consent once it has been filed. 

The basis reduction provisions in section 113(b) (3) were an inter- 
esting example of an extremely broad delegation to the Commis- 
sioner to legislate by regulation. The amount and nature of the 
basis reduction consented to by the taxpayer under section 22(b) (9) 
was left completely to the discretion of the Commissioner. The 
Commissioner could elect not to reduce basis or he could allocate 
all or a part of the reduction to some property and a part or none 
to other property, and the amount to be allocated to a particular 
property could be fixed by him.’** The Regulations promulgated by 
the Commissioner under such a broad delegation of authority had, 
in essence, the force and effect of law as to the nature and amount 
of the required basis reduction.’** However, no mention was made 
of a case in which the basis reduction was not exhausted by the tax- 
payer’s property. Evidently the unlikelihood of such an event ever 
occurring justified the silence of the Regulations on this matter. The 
language of the statute did not seem to require the presence of suf- 
ficient property to absorb the basis reduction, only that the debtor 
file a consent to reduce the basis of that which he had. 

In filing its consent, the taxpayer could request a variation from 
the general rules as to the order of its basis reduction, which re- 
quest the Commissioner could deny or grant by entering into a 
closing agreement with the taxpayer. If the Commissioner rejected 
the proposed variation or a closing agreement could not be reached, 
the taxpayer would be held to the general rule unless he specifically 
stated otherwise, in which event the statute would not be appli- 
cable.’ Thus, conditional consents could be filed, but they had to 
be accepted by the Commissioner in a closing agreement which was, 
and still is, a very cumbersome process. Also, the taxpayer could 
not treat part of the income as taxable and part as excluded, because 


126 Denman Tire and Rubber Co., 14 T.C. 706 (1950). 

127 H.R. Rep. No. 855, 76th Cong., 1st Sess, 24 (1939), 1939-2 Cum. Bun. 504. 

128 Reg. 103, Sec. 19.113(b) (3). The order of basis reduction was as follows: (1) prop- 
erty for whose purchase the cancelled debt was incurred; (2) property against which the 
cancelled debt was a lien; (3) other property, excluding inventory and receivables or 
money, the amount being spread ratably over such property; (4) inventory and receivables 
(other than money) would be reduced pro rata if any deduction remained. 

129 Reg. 103, Sec. 19.113(b) (3) ; Spear Box Co., Inc. v. Comm ’r, 182 F.2d 844 (2d Cir. 
1950). 
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his consent gave the Commissioner the power to reduce basis by the 
entire amount of the income resulting from the discharge. Appar- 
ently the Commissioner would not recognize a limited or partial 
consent to his Regulations.'*° 

There was also some degree of uncertainty whether an absolute 
consent, once filed, could be subsequently revoked by the taxpayer 
upon the favorable outcome of a later suit to determine taxability 
of the debt cancellation transaction. By its terms the statute was 
applicable only to cases in which ‘‘income’”’ had been realized on the 
cancellation of indebtedness; and if the court later decided that no 
such income was present, it would seem that the statute should not 
require the taxpayer to reduce the basis for his property. In effect, 
the condition precedent for application of the basis-reduction rule, 
1.e., the exclusion of cancellation of indebtedness income under sec- 
tion 22(b) (9), would not be present, since no such income had been 
realized by the taxpayer on the debt cancellation. 

Therefore, a taxpayer could apparently consent to reduce the 
basis for his property under the terms of the statute and thus be 
protected if his later court contest on the issue of taxability resulted 
in an unfavorable decision. But if the taxpayer won, then the pre- 
vious consent would be void ab initio, since no income had been 
present to support the operation of the basis reduction provision. 
Thus, while no express decision in either the cases or Regulations 
can be found on this particular issue, the language and intent of the 
statute seemed to indicate that the filing of a consent to reduce basis 
was not a waiver by the taxpayer of his right to contest the issue of 
taxability in a future court proceeding. 

However, many taxpayers appeared to follow a somewhat less 
adventuresome position on this matter by filing a consent which 
agreed to reduce basis only if income had been realized on the debt 
cancellation transaction. Since the statute speaks only in terms of 
‘*income’’ attributable to a discharge of indebtedness, such a con- 
sent would appear to fall within the literal terms of the Congres- 
sional language. Evidently the Commissioner has been accepting 
consents phrased in this language, as is evidenced by the lack of 
any reported authority on the question. Such a consent would seem 
to be no more than is required by the express language of the stat- 
ute and has apparently stood the test of time and continuous usage 
by taxpayers and the Commissioner. 


130 Ibid. 
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(2) Subsequent revisions 


In 1942 the original provisions of the Revenue Act of 1939 deal- 
ing with cancellation of indebtedness received a substantial re- 
vision by Congress. The unsound-financial-condition test was elim- 
inated as an unnecessarily strict requirement, which served only to 
enhance confusion, overburden the Commissioner, and deny the 
benefits of the section to many meritorious cases.** There were few, 
if any, who mourned the passing of this unwieldly burden to appli- 
cation of the statute. Also, the provision requiring the securities to 
be in existence on a certain date was eliminated and the general 
temporary relief of the statute was extended for another three 
years. 

In 1951 the section was made a permanent part of the law. Con- 
gress commented that ten years of experience had proved the see- 
tion to be a valuable provision and worthy of becoming a permanent 
feature of the Code, since it operated to enhance the revenue by re- 
duction of fixed interest charges and, since no loopholes were pres- 
ent, there had been no abuses of the section.’ This seemed to be a 
somewhat optimistic statement as to the merits of the section, but 
apparently Congress felt that it deserved to be enacted into per- 
manent form. 

A further liberalization of language was made which allowed 
somewhat greater flexibility as to the time for filing a consent to 
the basis adjustment. The Commissioner was allowed to provide for 
special and unusual situations where circumstances justified the 
filing of a consent with an amended return rather than with the 
original return for the taxable year in question.’** Just what would 
be such a reasonable cause for not filing the consent with the orig- 
inal return was not explained by the Regulations. Possibly a desire 
to contest taxability in a court proceeding could be such a cause, 
but this result seems unlikely since, ostensibly at least, section 22 
(b)(9) was designed to obviate the necessity for litigation in this 
area, and such a situation would not seem to be the type of hardship 
case contemplated in the Committee Reports.* 

It was also at this time that the Commissioner changed the Reg- 
ulations governing the order of basis reduction to conform to the 


181 §, Rep. No. 1631, 77th Cong., 2d Sess. 46 (1942). 

182 97 Cona. Rrc. 3796 (1951) (remarks of Mr. Camp). 

183 Reg. Sec. 1.108(a)-2 (1954). If taxpayer establishes to the satisfaction of the Com- 
missioner a reasonable cause for failure to file his consent with the original return, he may 
file such consent with an amended return for the taxable year in question, 

134 §, Rep. No. 781, 82d Cong., 1st Sess. 59 (1951), 
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urgings of Congress on this matter. Under the prior Regulations 
the reduction of basis within a particular class of property was 
made without regard to whether the properties were depreciable 
assets. The Regulations were changed to provide that after the ad- 
justment of the basis of property acquired with purchase money 
obligations, whatever excess of basis reduction that remained would 
be taken against depreciable or depletable property first, and only 
as a last resort against non-depreciable property.’ This change 
was made to assure the collection within a reasonable period of time 
of the postponed taxes, so that the exclusion granted by section 22 
(b)(9) would have no appreciable long-run effect on the revenue.**® 
In effect, the non-recognized cancellation of indebtedness income 
was being spread forward through the operation of smaller depre- 
ciation deductions. 

Thus, the provisions of the 1939 Code did recognize the existence 
of the cancellation of indebtedness problem and attempted to deal 
with it in a unique series of provisions. The net effect of these pro- 
visions, requiring an exclusion from income and a corresponding 
basis adjustment, was the same result reached under the case law 
‘‘adjustment of purchase price’’ exception to the Kirby rule. How- 
ever, taxpayers were given the option to stay outside the provisions 
of the Act and rely on the judicial doctrines, which in the main re- 
quired no basis adjustment if the income was excludible. Also, the 
relief provided by the statute was extremely limited in scope, and 
many of its provisions accorded the Commissioner so high a degree 
of discretion, that taxpayers were somewhat hesitant to throw 
themselves on the mercy of the Regulations. Similarly, several 
troublesome problems existed as to the timeliness, nature, and per- 
manency of the consent to be filed by the taxpayer, and the precise 
effect thereof. However, it was conceded that the statute repre- 
sented a step in the right direction, although it was readily acknow]- 
edged to be a somewhat hesitant step. 


b. Insolvency reorganizations—railroads 


(1) Adjustments within the original corporate entity 

Further relief limited exclusively to railroads was provided in 
section 22(b) (10) of the 1939 Code which came into the law in 1942. 
In essence, this section provided that no amount would be included 
in the gross income of a railroad corporation, as defined in section 


188 Reg. Sec. 1.1017-1(b) (7) (1954). 
186 §, Rep. No. 781, 82d Cong., 1st Sess, 59 (1951). 
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77(m) of the Bankruptcy Act, arising from the modification or can- 
cellation of its indebtedness pursuant to a court order in a receiver- 
ship or bankruptcy proceeding. The immunity from tax was com- 
plete in this situation, since no corresponding basis adjustment to 
the debtor’s property was required. The section was retroactive and 
applied to taxable years beginning after 1939,'*" but the relief of this 
provision was only temporary and by its terms automatically ex- 
pired after three years. It applied only to railroad corporations as 
defined in section 77(m) of the Bankruptcy Act (which definition 
excluded street, suburban, or interurban electric railway corpora- 
tions) and then only where the judicial reorganization was through 
a continuance of the original corporate entity.*** This section was 
enacted as a corollary to other sections providing for insolvency 
reorganizations, though a new or successor corporation, and was 
designed to eliminate discrimination against railroads which for 
some non-tax reason (provisions of charter) were forced to reor- 
ganize through the medium of their existing corporation.” 


(2) Reorganization through a successor corporation 


As a companion measure to the above temporary provisions, Con- 
gress enacted in 1942 the sections dealing with railroad insolvency 
reorganizations through the use of a new corporate entity.’ These 
measures were permanent and provided for the non-recognition of 
loss on a transfer, after 1939, of the property of a railroad corpora- 
tion, pursuant to a court order made in an equity receivership pro- 
ceeding or a proceeding under section 77 of the Bankruptcy Act of 
1938, to a railroad corporation organized or made use of to effectuate 
a plan of reorganization approved by the court in such proceeding. 
The term ‘‘reorganization’’ was not limited by the general defini- 
tion of such term in the regular reorganization sections but had a 
much broader meaning when used in connection with an insolvency 
proceeding.’*! In such a reorganization by the transfer of assets to 
a successor corporation, the basis for the property so transferred 


187 This provision apparently took over from Chapter XV of the Bankruptcy Act of 1938, 
which exempted cancellation of indebtedness income realized in a ‘‘ Railroad Arrange- 
ment’? from taxability without any corresponding basis adjustment ; this provision expired 
in 1940. 

188 §, Rep. No. 1631, 77th Cong., 2d Sess. 78 (1942). 

189 97 Cona. REC. 3796-3798 (1942) (remarks of Mr. Camp.) 

140 LR.C. §§ 112(b) (9) and 113(a) (20) and (21) (1939), added by ch. 619, 56 Srar. 
838-839 (1942). 

141 H.R. Rep. No. 2586, 77th Cong., 2d Sess. 42 (1942). 
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remained the same in the hands of the transferee as it was in the 
hands of the transferor.’* This carryover basis was considered to 
be the justification for non-recognition of the loss on such a transfer, 
but the carryover-basis rule applied independently of the non-recog- 
nition rule in situations where gain instead of loss was realized on 
the transfer. The non-recognition provision applied only to losses, 
and gains were determined under the regular statutory rules for 
computing recognized gain,’** but nevertheless the carryover-basis 
rule also applied to this latter situation. Thus gain could be recog- 
nized to the transferor corporation in such a proceeding, and yet the 
transferee was still required to take a carryover basis for the trans- 
ferred assets according to the language of the section. 

A ecarryover-basis rule was also provided for similar reorganiza- 
tions through a transfer of assets to a new corporation by a street, 
suburban, or interurban electric railway corporation under old sec- 
tion 77B of the Bankruptcy Act.'** Both of these basis rules served 
to cut a substantial portion from section 270 of the Bankruptcy Act 
requiring a reduction of basis by the amount of the indebtedness 
cancelled, since they were expressly applicable in lieu thereof. Thus 
the railroads were given an effective means by which they could pre- 
serve the historical basis of their assets in an insolvency reorganiza- 
tion without fear of section 270 of the Bankruptcy Act requiring a 
drastic reduction of basis to the assets of a newly reorganized com- 
pany. Prior confusion as to the effects on the tax basis of property 
in an insolvency reorganization proceeding had been causing the 
railroads to remain in receivership or bankruptcy for excessively 
long periods of time.'** It was therefore hoped that these provisions 
would induce some of the roads to ‘‘come out of hiding,’’ so to speak, 
and begin business with a clean slate. The formula adopted by Con- 
gress to accomplish this result was a non-recognition of loss and a 
carryover of the historical basis of the transferred assets to the 
transferee. No provision at this time was made for the non-recog- 
nition of gain, the sole concern of Congress being the preservation 
of the historical basis of the recognized railroad corporation’s 
assets, regardless of the income tax status of the reorganization.'*® 

Congress realized that this kind of relief should also be extended 
to all kinds of corporations in financial difficulty, and not merely re- 
stricted to the railroad corporations as the present terms of the 


142 T.R.C. § 113(a) (20) (1939), added by ch. 619, 56 Star. 839 (1942). 
143 §, Rep. No. 1631, 77th Cong., 2d Sess, 111-112 (1942). 

144 T.R.C. § 113(a) (21) (1939), added by ch. 619, 56 Star. 839 (1942). 
145 §.Rep. No. 1631, 77th Cong., 2d Sess. 111 (1942). 

146 Ibid. 
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Code provided. The only excuse offered for this oversight was lack 
of time to perfect a remedial provision for immediate action. How- 
ever, relief was promised in the near future,'*” and Congress was 
not long in keeping its word on this point. 


c. Insolvency reorganizations—other corporations 


In 1943 Congress expanded the insolvency reorganization for- 
mula heretofore applicable only to railroads, and enacted over a 
Presidential veto the general provisions dealing with this type of 
reorganization for industrial corporations other than railroads.*** 
The impetus for these sections was generated largely by the high 
degree of confusion in this area as to the tax status of corporations 
undergoing insolvency reorganization in a receivership or bank- 
ruptcy proceeding. A leading Supreme Court case **° illustrated the 
difficulties faced by an insolvent corporation trying to qualify as a 
tax-free corporate adjustment under the general reorganization 
provisions of the 1939 Code. These difficulties and uncertainties led 
to the resulting liberalization of the insolvency reorganization pro- 
visions which were intended to grant relief similar to that available 
to railroad corporations under the present law *° and to eliminate 
the confusion then existing in this particular area. 

In substance, these sections provided that no gain or loss would 
be recognized to an insolvent corporation, other than a railroad, 
which transferred property pursuant to an order of the court in a 
receivership, foreclosure, or similar proceeding, or a proceeding 
under Chapter X of the Bankruptcy Act, to another corporation 
organized or made use of to effectuate a court approved plan of re- 
organization in exchange for stock or securities of the transferee 
corporation. The term ‘‘reorganization’’ as used in this section was 
not limited to the usual definition of that concept under the general 
reorganization provisions of the 1939 Code.** The basis of the in- 
solvent transferor’s assets was carried over to the transferee cor- 
poration, notwithstanding the basis reduction requirements of sec- 
tion 270 of the Bankruptcy Act and section 113(b)(3) of the 1939 
Code. 

Thus, if the reorganization in bankruptcy took the form of the 
transfer of assets to another corporation in exchange for stock or 


147 88 Cona. Rec. 7811 (1942). 

148 I.R.C, §§ 112(b) (10) and 113(a) (22) (1939). 

149 Southwest Consolidated Corp. v. Comm’r, 315 U.S. 194 (1942). 
150 90 Cona. Rec. 1349 (1942) (remarks of Mr. Reed.) 

151 H.R. Rep. No. 1079, 78th Cong., 2d Sess. 45-47 (1943). 
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securities of that corporation to effectuate a court approved reor- 
ganization of the insolvent transferor corporation, the basis pro- 
visions of section 270 were expressly inapplicable. However, this 
amendment had no application to reorganizations consummated by 
adjustment of the capital or debt structure of the insolvent corpo- 
ration without the transfer of its assets to another corporation, and 
such a transaction would be governed by the general cancellation- 
of-indebtedness rules." A Senate proposal *** designed to provide 
an elective rule, which would exempt the debtor corporation from 
recognition of gain in a bankruptcy or receivership recapitalization 
through the existing corporate entity, was not adopted by the Con- 
ference Committee. Thus the tax relief and basis carryover pro- 
visions applied only to insolvency reorganizations through a new or 
successor corporation. 

Also, while the strict definition of the term reorganization was 
not retained in this area, many of the general principles applicable 
to ordinary reorganizations were expressly intended to apply to the 
insolvency reorganization sections. Thus the ‘‘business purpose’’ 
test of Gregory v. Helvering ** and the ‘‘continuity of proprietary 
interest’’ test were expressly made applicable to this area by the 
Committee Reports.’*® It was intended that only an actual reorgan- 
ization of a corporation would be covered as distinguished from a 
liquidation in a bankruptcy proceeding and sale of the property to 
either new or old interests supplying new capital and discharging 
the obligations of the old corporation. Any attempt to carry out a 
sale of the assets in bankruptcy or to cast a liquidation of the enter- 
prise in the form of a reorganization would thus be doomed to 
failure. 

The Regulations emphasized this latter point and required a con- 
tinuity of the business enterprise under the modified corporate 
form and a continuity of interest therein on the part of those per- 
sons who were the owners of the enterprise prior to the reorganiza- 
tion.* But the Regulations adopted the rule of the Alabama As- 
phaltic ** case by providing that the interest of creditors who had 


152 Ibid. 

153 §, Rep. No. 627, 78th Cong., 1st Sess. 22 (1942). 

154 293 U.S. 465 (1934). 

155 §, Rep. No. 627, 78th Cong., Ist Sess. 49-50 (1943) ; H.R. Rep. No. 1079, note 151 
supra; Pinellas Ice & Cold Storage Co. v. Comm’r, 287 U.S. 462 (1933). 

156 Reg. 111, Sec. 29.112(b)(10)-1; Reg. 1.371-1(a) (4) aa Chicago Stadium 
Corp., 13 T.C. 889 (1949). 

157 Helvering v. Alabama Asphaltic Corp., 315 U.S. 179 (1942) “(tor the purpose of de- 
termining continuity of interest, creditors of an insolvent corporation are to be considered 
the owners of the equity in the corporation when they have taken action to enforce their 
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obtained effective command of the property of an insolvent corpo- 
ration was equivalent to a proprietary interest. In general, the 
transaction would have non-recognition where the property was 
transferred to a corporation, and the stock and securities of such 
corporation were transferred to persons who were shareholders or 
creditors of the transferor corporation. The determinative control- 
ling factors would be the transferor corporation’s insolvency, in 
either the bankruptcy or the commercial sense, and the effective com- 
mand by creditors over its property.*** Also, the ‘‘assumption of lia- 
bility’’ rules of section 112(k) and the boot provisions of sections 
112(d) and 112(e) of the 1939 Code were likewise applicable to in- 
solvency reorganizations under the new amendments in determin- 
ing taxability of the transaction to the insolvent corporation.’ 

The net result of a proceeding which qualified under these pro- 
visions was: gain or loss would not be recognized to the insolvent 
corporation making the transfer; the transferred assets would re- 
tain the insolvent’s basis when acquired by the transferee com- 
pany ; and the security holders of the old company who exchanged 
securities of the insolvent for securities of the transferee company 
would realize no presently taxable gain or loss.’ The transfer did 
not lose its non-taxable status in an insolvency reorganization 
merely because boot was received by the insolvent transferor, but 
the transaction remained non-taxable except to the extent of the 
boot received, and even here the corporation could escape recogni- 
tion of this gain by distributing the boot pursuant to the plan of re- 
organization. Thus, reorganization of insolvent corporations in ju- 
dicial proceedings on a tax-free basis was made considerably easier 
by the enactment of these provisions. 

The insolvency reorganization provisions for both industrial and 
railroad corporations largely superseded the effectiveness of sec- 
tions 268 and 270 of the Bankruptcy Act in the cancellation of in- 
debtedness area. About the only situation still covered by section 
270 was the case of the recapitalization of a ‘‘non-railroad corpora- 
tion’’ in an insolvency proceeding where the original corporation 
emerged from the reorganization, and even in this limited situation 
an express provision in the Code provided that an adjustment to the 
capital or debt structure of an existing corporation prior to the 
effective date of the Chandler Act would not be affected by section 


158 See note 155 supra. 

159 H.R. Rep. No. 1079, 78th Cong., 2d Sess. 45 (1944), 1944 Cum. BuLL. 1059. 

160 But if boot was received by the shareholders or security holders in such a reorganiza- 
tion, it was subject to the rules of section 112(¢) (2) of the 1939 Code, which provided for 
taxability as a dividend if the distribution had the ‘‘ effect of a dividend.’’ 
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270, and the reorganized corporation would keep the historical basis 
of its assets.*** Thus the effectiveness of section 270 of the Bank- 
ruptey Act has been largely eliminated by a multiplicity of subse- 
quent enactments to the provisions of the Codes, and, except for 
insolvency recapitalizations or compositions of non-railroad corpo- 
rations, the section appears to have little practical weight in the 
cancellation of indebtedness area today. 

After considering this multitude of judicial and legislative pro- 
nouncements on the cancellation of indebtedness problem, it was 
readily apparent that the Kirby rule had degenerated into an im- 
penetrable morass of confusion and obscurity. It was generally 
agreed that the uncertain state of the law on this subject warranted 
a complete and comprehensive overhauling of the cumbersome ju- 
dicial and statutory structure that had arisen in this general area. 
Congress was presented with an ideal opportunity for such a com- 
prehensive revision in the 1954 Code, but unfortunately little clari- 
fication was to come from these activities. 


B. Tae 1954 Revisions 
1. Proposed changes 


a. American Law Institute Project 


The American Law Institute in its Draft of a Federal Income 
Tax Statute proposed a comprehensive revision and codification 
of the cancellation of indebtedness area.’®” As the cornerstone for 
its draft on this subject, the Project adopted two main propositions: 
first, income results from a non-donative cancellation of indebted- 
ness, except in an insolvency situation; and second, all taxpayers, 
including individuals, should be given the option to exclude this in- 
come if they consent to an accompanying basis reduction. Around 
these two fundamental propositions the Project constructed the 
specific rules to cover practically the entire area of the cancellation 
of indebtedness dilemma. 

The proposal began by defining the term ‘‘indebtedness’’ as only 
those obligations incurred or assumed as the result of a cash bor- 
rowing which was never included in income, or a borrowing on the 
acquisition of property where the debt was included in basis. This 


161 I.R.C. § 118(b) (4) (1939), added by ch. 63, 58 Srat. 43 (1944); I.R.C. § 1018 
(1954). The purpose of this section was to prevent a reduction of basis where the reorgani- 
zation was consummated by an adjustment of the capital or debt structure of an existing 
corporation without a transfer of assets to another corporation. 

162 Surrey and Warren, The Income Tax Project of the American Law Institute: Gross 
Income, Deductions, Accounting, Gains and Losses, Cancellation of Indebtedness, 66 Harv. 
L. Rev. 815 (1953). 
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definition excluded bond dividends, surety obligations, tort judg- 
ments, interest, obligations of an estate to pay a monetary bequest, 
and similar types of liabilities where tangible consideration had not 
been received on incurrence of the obligation. Thus this definition 
expressly adopted the ‘‘no increase of assets on incurrence of the 
debt’’ exception provided in the case law. 

A ‘‘eancellation’’ of the indebtedness was defined as the dis- 
charge of a debt by any method, or the barring of the remedial 
rights of the creditor, except that a cancellation by gift or a contri- 
bution to capital of the debtor was not included. However, the gift 
exception was narrowly limited to personal or non-commercial 
transactions to avoid the difficulties previously encountered by hold- 
ing a business-motivated cancellation to be a gift. Thus the defini- 
tion was a codification of two other exceptions previously existing 
under the case law: the gift and the contribution to capital excep- 
tions. Also, if the cancellation of indebtedness resulted in salary or 
dividend income to the debtor, it was to be treated as such and not 
as cancellation of indebtedness income. This limitation served to re- 
strict applicability of the provisions to the so-called pure cancella- 
tion of indebtedness cases. 

It was then provided that as a general rule all bargain cancella- 
tions of indebtedness as above defined produced income to the 
debtor, with but one exception for insolvency. The ‘‘net assets’’ in- 
solvency test of the Lakeland Grocery ** case was expressly re- 
jected by the Project, and insolvency was defined as (1) a formal 
proceeding under the auspices of a court or other governmental 
agency in the nature of a bankruptcy, insolvency, reorganization, or 
similar proceeding; or (2) any creditor arrangement involving sub- 
stantially all of the debtor’s creditors and made at a time when the 
taxpayer’s financial condition would have permitted a resort to 
formal bankruptcy or similar proceedings. 

However, the debtor-taxpayer was given an optional election to 
exclude such recognized income if he consented to a corresponding 
basis reduction, which reduction was to be allocated first to property 
acquired by the debt, then to property securing the debt, and then to 
his remaining property in order specified by the Regulations. The 
Draft would greatly liberalize existing law by extending the op- 
tional exclusion to all taxpayers and to all obligations and by per- 
mitting the exclusion even when the taxpayer held no property 
whose basis could be reduced or held insufficient property. The ‘‘re- 
duction of purchase’’ price exception of the case law was specifi- 
cally rejected, but the optional exclusion and basis reduction allowed 


163 Lakeland Grocery Co., 36 B.T.A. 289 (1937). 
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by the proposed Draft reached substantially the same result as this 
theory in the final analysis. 

The ALI Draft also provided extensive rules for measuring the 
amount of the cancellation of indebtedness income. Generally, the 
difference between the face of an obligation and the amount of con- 
sideration given for the cancellation would measure the amount of 
gain; but when property was transferred by the debtor in discharge 
of the debt, the transaction would be divided into two components: 
a gain on the disposition of property measured by the excess of fair 
market value over the basis of the property; and cancellation of 
indebtedness income measured by the excess of the face of the debt 
over the fair market value of the property. If there was a loss on 
the property transaction and a cancellation of indebtedness gain, 
the two would be offset, even though the loss on the property trans- 
action was not otherwise deductible. Also, the Draft coordinated 
the amount of consideration transferred by the debtor for the can- 
cellation with the amount realized by him from the discharge, 
thereby expressly relating the Crane '* case rules to the cancella- 
tion-of-indebtedness rules. Similarly, if the property to which the 
obligation related was a capital asset, the cancellation of indebted- 
ness income would be capital gain under the proposed Draft. The 
obligation was considered to relate to property when it was a pur- 
chase money obligation or when the obligation was used to acquire 
the property and was secured by it. 

These provisions for the first time proposed a comprehensive and 
unified treatment of the cancellation of indebtedness problem. To a 
large extent they were a codification of the existing case law on this 
subject, but in several important instances the provisions were com- 
pletely new. While the Draft was by no means perfect in all respects, 
it was a notable improvement over the state of the law as it then 
existed. In fact, it would be difficult to deny that almost any change 
would probably have been for the better. While the ALI Draft 
had a recognizable influence on the proposed House bill version of 
the 1954 Code, unfortunately neither of the provisions of these pro- 
posals were adopted in the final form of the 1954 Code. 


b. The House Bill 

The influence of the ALI Project was clearly present in the pro- 
posed draft of the House bill on the cancellation of indebtedness 
problem. This draft proposed that section 76 be added to the Code 
as a specific income inclusion section. Under the general rule of 


164 Crane vy. Comm’r, 331 U.S. 1 (1947). 
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subsection (a) of that section, gross income would result from a 
discharge in whole or in part of any debt for which the taxpayer 
was liable or subject to which he held property.’** The section then 
proceeded to list six exceptions where the above general rule would 
not be applicable: ** (1) a payment in full in cash; (2) a gift (the 
Committee Report gave the example of a father cancelling his son’s 
debt) ; (3) a contribution to the capital of the taxpayer whether or 
not the taxpayer was a corporation and whether or not the creditor 
had a proprietary interest in the taxpayer (the Committee Report 
gave an example of a landlord cancelling back rent because he was 
interested in the financial stability of his tenant) ; (4) an adjustment 
to the purchase price of property acquired in connection with the 
assumption of the discharged debt if the discharge was within twelve 
months of such acquisition (the Committee Report gave an example 
of a merchant interested in good will adjusting the price of goods 
sold to a customer) ; (5) any other unspecified transaction similar in 
character to those listed above when the relationship of the parties 
was other than that of debtor-creditor (Heaven and the House of 
Representatives only knew what this meant) ; and (6) the discharge 
was within the exclusion provisions of section 108. 

It takes only a cursory glance at the above exceptions to realize 
that the so called general rule of taxability was substantially emas- 
culated by these broad and extremely ambiguous exceptions. The 
contribution-to-capital exception and the ‘‘non-debtor creditor re- 
lationship’’ exception were noteworthy in this respect. However, the 
Committee Reports did expressly state that the insolvency excep- 
tion would not be applicable and also that a discharge of a share- 
holder’s debt by his creditor corporation would be equivalent to 
the receipt of a cash distribution under section 301 by the share- 
holder.’* Similarly, if the discharge was effected by a transfer of the 
debtor’s property, the transaction would not be split up into a can- 
cellation of indebtedness component and a disposition of property 
component, but instead the gain would be measured by the differ- 
ence between the basis of the property transferred and the face of 
the debt discharged.** 

Subsection (b) of the proposed section 76 then provided that not- 
withstanding the rules of subsection (a), there would be included 
in gross income the excess of the amount of the debt discharged over 


165 Section 76 of Proposed House Bill 8300, H.R. Rep. No. 1337, 83d Cong., 2d Sess. 12 
(1954). 

166 H.R. Rep. No. 1337, 83d Cong., 2d Sess. 12-13 (1954). 

167 Ibid. 

168 See notes 165 and 166 supra. 
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the amount of money paid and the adjusted basis of the property 
transferred by the taxpayer in connection with such discharge, if 
the discharged debt had been deducted in the taxpayer’s prior re- 
turn and had not been reported as income by the creditor.’® Thus, 
the proposed draft expressly adopted the ‘‘tax benefit’’ test of the 
case law as an independent criterion for taxability of the discharged 
indebtedness. The ‘‘deduction approach’’ to taxability of these 
‘‘non-principal’’ types of indebtedness was thereby adopted as an 
autonomous provision for specific inclusion of these amounts in 
gross income. Such a provision would have resulted in a substantial 
change in existing case law had it been adopted, since under the 
judicial decisions this type of income would usually be excludible 
if it fell within one of the recognized cancellation of indebtedness 
exceptions. 

The House draft then provided in section 108 that the taxpayer 
could elect to exclude the above recognized income if he consented 
to the basis reduction Regulations prescribed by the Commissioner. 
However, the elective exclusion and basis reduction would not be 
available in two specific cases: (1) if the discharge was effected by 
the transfer of property or the rendering of services by the debtor 
in consideration for the discharge; or (2) where the debtor had de- 
rived a tax benefit by a prior deduction of the debt in his tax return 
and the creditor had not reported such amount in income.’ The 
effect of this provision apparently limited the availability of the ex- 
clusionary relief to the ‘‘ pure cancellation of indebtedness income”’ 
cases. The exclusion section was also expanded to apply to the 
debts of individuals if the debt was incurred or assumed in con- 
nection with property used in his trade or business. This section 
provided in addition that the debt no longer had to be evidenced by a 
security.*™ 

While similarities in the general pattern and fundamental ap- 
proach of the ALI Project and the proposed House bill draft were 
readily apparent, there were several striking differences between 
these two proposals. Among the more substantial variations were: 
the ‘‘insolvency exception,’’ which the House refused to adopt; the 
divisibility of a debt cancellation by a transfer of property into two 


169 See note 165 supra. 

170 H.R. Rep. No. 1337, 83d Cong., 2d Sess. 709 (1954). 

171 Ibid. The Committee Reports use the language ‘‘incurred in connection with the ac- 
quisition of property used in his trade or business,’’ but the word ‘‘acquisition’’ does not 
appear in the final form of the section. Under the language of the statute it is thus only 
necessary that the indebtedness bear a connection with property used in the individual’s 
trade or business. This is the view adopted by the Regulations. Reg. Sec. 1.108(a)—(1) (a)2 
(1954). 
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components, which theory the House did not accept; the express 
adoption of the ‘‘deduction approach”’ to taxability by the House 
bill in the area of ‘‘ deductible expense”’ liabilities ; the refusal of the 
House to provide for possible capital gain treatment on a debt can- 
cellation; the broad and ambiguous exceptions to the general rule 
of taxability in the House proposal as contrasted with the more 
precise definitions in the ALI Draft; the broader coverage of tax- 
payers by the ALI provisions; and the more limited delegations 
of power to the Commissioner to provide for basis reduction by 
Regulations in the ALI Draft. However, both drafts adopted a 
similar statutory pattern for this general area, i.e., a general rule 
of taxability for cancellation of indebtedness gains, followed by an 
enumeration of exceptions to the general rule, and then an optional 
election to exclude the recognized income if the debtor consented to 
a reduction of basis. Unfortunately or fortunately, as the case may 
be, neither of these comprehensive proposals was adopted in the 
final enactment of the 1954 Code. Congress evidently decided that 
the present patchwork status of the law on cancellation of indebted- 
ness was to continue for the time being.’*” 


2. Final enactments 


a. In general 


The final provisions of the 1954 Code dealing with the cancella- 
tion of indebtedness problem effected very little substantial change 
in the existing state of the law. The new Code continued to treat this 
problem as one more aptly suited to a case-by-case method of solu- 
tion, with a liberal delegation to the Commissioner to provide by 
Regulations what would happen should income be realized in the 
transaction. One could thus fairly conclude that Congress had once 
again abdicated its power in the cancellation of indebtedness area 
to the courts and to the Commissioner to determine what the tax 
effects would be in a cancellation of indebtedness case. Perhaps the 
pressure for definitive legislation was not strong enough due to the 
economic prosperity of the times and the generally sunny credit 
conditions which had prevailed since the early 1940s. Possibly the 
recent recessionary setbacks in the economy will once again bring 
to the fore the many instances of cancellation and reduction of in- 


172 Section 76 of the House bill was killed in the Senate Finance Committee without a 
word of explanation. The Conference Committee in H.R. Rep. No. 2534, 83d Cong., 2d 
Sess. 23 (1954), commented that the Senate had eliminated the section from the bill, thus 
requiring that the determination of taxability of cancellation of indebtedness transactions 
be made, as under existing law, by applying the general rules for determining gross income. 
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debtedness at a discount which were so prevalent during the pre- 
war period of our history. In such an atmosphere of debtor-inspired 
pressure, Congress could possibly be influenced to take a more posi- 
tive step toward solution of the troublesome problems presented in 
this field. 


b. Elective exclusion and basis reduction 


The only notable change made by the 1954 Code in the prior law 
was an expansion of the optional exclusion section to include some 
individual debtors other than corporations. The exclusion section 
now applies to indebtedness incurred by an individual in connection 
with property used in his trade or business,'** but when an indebted- 
ness will be deemed to have been incurred in connection with prop- 
erty used in his trade or business has not been clearly defined. The 
Regulations state this question depends upon the facts of each par- 
ticular case and give examples where the indebtedness was incurred 
or assumed by an individual in the purchase of trade or business 
property or where the proceeds of a loan were used to purchase, 
improve, or repair such property.’ But this definition is fairly 
limited in scope and many types of individual indebtedness will not 
be able to qualify for exclusionary relief under the section. How- 
ever, it is no longer necessary that the obligation be evidenced by a 
security, as was provided under prior law. 

Also, the case law is still applicable to determine whether income 
has been realized in a cancellation of indebtedness transaction, be- 
cause the statute only requires the inclusion of ‘‘income’’ from the 
cancellation of indebtedness.’” Thus the provision should have no 
effect on the prior case law as to when income is realized in a can- 
cellation of indebtedness transaction. The Committee Reports also 
indicate that it is not necessary for the income to be attributable to 
the discharge of the indebtedness itself in order to be eligible for 
the elective exclusion under section 108(a), but may arise from a dis- 
charge effected in consideration for the transfer of property or for 
the performance of services.’* Thus the form or nature of the in- 
come realized on a debt cancellation will apparently not be deter- 
minative of whether the debtor will be entitled to relief under the 
optional exclusion provisions of section 108(a). 


178 T.R.C, §§ 108(a) and 1017 (1954). 

174 Reg. Sec. 1.108(a)—(1) (a) (1954). But the mere fact that an indebtedness is secured 
by property used in the debtor’s trade or business, it will not be considered such an indebt- 
edness incurred in connection with property used in his trade or business. 

175 I.R.C. § 61(a) (12) (1954). 

176 §, Rep. No. 1622, 83d Cong., 2d Sess. 186 (1954). 
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Similarly, the rules of the 1939 Code requiring a consent to the 
basis reduction Regulations were reenacted without any notable 
change in the prior law. The Regulations have added two new cate- 
gories of property to the basis reduction provisions in order to deal 
with the expanded coverage for individuals created by the exclusion 
section of the Code.’ Aside from these rather nominal changes, the 
basic provisions of prior law on the cancellation of indebtedness 
problems were substantially unaffected by the 1954 Code. 


c. Insolvency reorganizations 


The insolvency reorganization provisions for both railroad and 
industrial corporations were consolidated and brought together 
without substantial change into sections 371 through 374 in Part IV 
of Subchapter C in the new Code.*®* The non-railroad insolvency re- 
organization provisions remained basically unchanged, except for 
the treatment afforded to shareholders and security holders in such 
a proceeding, who were now assured of capital gain treatment for 
any gain realized upon the exchange of their stock or securities in 
an insolvency reorganization proceeding where boot was received.’ 
But aside from this lone exception, the 1954 Code merely repeated 
verbatim the provisions of prior law. 

Likewise, the railroad reorganization provisions were reenacted 
without substantial change, except for the addition in 1956 of sec- 
tion 374 to the insolvency reorganization sections of the Code. This 
section dealt with railroad reorganizations through a new or suc- 
cessor corporation by a transfer of assets in exchange for stock or 
securities of the successor corporation.’® This provision was de- 
signed to remove the curious anomaly that had existed under prior 
law between railroad and industrial insolvency reorganizations 
whereby only loss in the former type of reorganization was not 
recognized. This new section now provided for the non-recognition 
of gain or loss on a railroad reorganization through a new or suc- 
cessor corporation and applied to all such transfers after July 31, 
1955. The language of this section is practically identical with the 
provisions in sections 371 and 372 of the Code dealing with insol- 


177 Reg. Sec. 1.1017-1(a) (5) and (6) (1954). 

178 I.R.C. §§ 371-374, 108(b), and 1018 (1954). 

179 §, Rep. No. 1622, 83d Cong., 2d Sess. 275 (1954). However, the Advisory Group Re- 
port on Subchapter C has recommended that the original rule, permitting the taxation of 
boot received by security holders as a dividend if the distribution had the effect of a divi- 
dend, be reinstated in the insolvency reorganization provisions. 

180 I.R.C. § 374 (1954). 
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vency reorganizations of industrial corporations and was intended 
to conform to the results reached under those sections.'*! 

However, a difference still exists between railroad corporations 
and industrial corporations where recapitalization occurs within 
the existing corporate entity. The gain realized by an insolvent rail- 
road from a cancellation of its indebtedness in this situation is ex- 
cluded from income without a corresponding basis reduction,’ 
while an insolvent corporation recapitalizing in a bankruptcy or 
receivership proceeding is still subject to the basis-reduction rules 
of the Bankruptcy Act. Whether this difference exists because of 
the varying degrees of strength between the Railroad Lobby and 
the National Association of Manufacturers Lobby is open to some 
conjecture, but such an explanation seems fairly self-evident from 
the comparative treatment of these groups of taxpayers on this 
question. 

But except for the above variations, the insolvency reorganiza- 
tion sections now give essentially the same treatment to an insolvent 
railroad corporation reorganizing in bankruptcy or receivership 
by a transfer of its assets to a new or successor corporation as had 
previously been afforded industrial corporations in such proceed- 
ings. With the addition of section 374, it now appears that Congress 
has corrected the curious difference which had previously existed 
in this area between railroads and industrial corporations under- 
going a reorganization by a transfer of assets to another corpora- 
tion. But why the difference between these two types of corpora- 
tions still exists in an insolvency recapitalization within the same 
corporate shell remains one of the many enigmas so often found in 
the field of federal taxation. Eventually it is to be hoped that uni- 
form treatment will be afforded to all types of corporations under- 


181 However, no special treatment for the shareholders or security holders is provided for 
in this 1954 Code section, as is the case in reorganizations under section 371. Thus, the gen- 
eral provisions of sections 354 and 356 would appear to apply to such reorganizations (if 
the general statutory requirements dealing with ordinary reorganizations are satisfied) 
with the consequent possibility that dividend income may be realized in a boot exchange. 
Also, section 354(¢) expressly makes the rules of sections 354(a)(1) and 356 applicable 
where the railroad reorganization is certified by the Interstate Commerce Commission as 
being in the public interest, whether or not the reorganization satisfies the definitions in 
section 368. In other types of railroad reorganizations, the rules of sections 368, 354, and 
356 will apparently apply in determining. the tax treatment of the shareholders and se- 
eurity holders in the exchange. Thus, while section 374 was designed to conform to section 
371, in effect the treatment of the exchanging shareholders and security holders will be 
different under these two sections. But see section 302(b) (4), which would seem to assure 
capital gain treatment to stockholders if their stock was being redeemed by the railroad in 
a redemption proceeding rather than a reorganization exchange. 

182 T.R.C. §108(b) (1954). 
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going an insolvency reorganization regardless of the effectiveness 
of their Congressional lobby. 


d. Complete liquidation of a debtor corporation 


(1) Controlled debtor subsidiary and section 332 

A special provision was enacted in the 1954 Code dealing with 
the cancellation of indebtedness problem in a tax-free liquidation of 
a controlled subsidiary under section 332.1% This enactment was 
designed to overrule the result reached under the Houston Natural 
Gas *** case, which had held that upon the liquidation of a debtor 
subsidiary a portion of the subsidiary’s assets would be treated as 
having been transferred in satisfaction of its indebtedness to the 
parent, and if the assets had appreciated in value, the subsidiary 
would recognize gain on such a transfer. The new amendment now 
provides that if the general provisions of section 332 are otherwise 
applicable, a subsidiary which is indebted to its parent on the date 
of adoption of a plan of complete liquidation will not be charged 
with gain or loss by reason of the transfer of property in satisfac- 
tion of its indebtedness, and the property so transferred will take a 
carryover basis in the hands of the parent transferee. Thus, if sec- 
tion 332 applies to the liquidation, it now is relatively clear that no 
cancellation of indebtedness income will be recognized to the sub- 
sidiary upon the transfer of appreciated assets in discharge of an 
indebtedness owed to its controlling parent. 

However, the new amendment did not by any means solve the 
many troublesome problems in this area. Under prior law, if the sub- 
sidiary was insolvent so that all of its property was transferred in 
satisfaction of the indebtedness and nothing was received by the 
parent for its stock interest in the subsidiary, section 112(b) (6) of 
the 1939 Code (now section 332) was inapplicable, and the parent 
realized a deductible capital loss for worthless securities.’* Thus 
section 112(b)(6) did not apply unless the parent received at least 
a partial payment for the stock it owned in the liquidating sub- 
sidiary, and if section 112(b) (6) did not apply, the loss suffered by 
the parent would be a deductible worthless securities loss in the year 
of liquidation. The Regulations under the 1954 Code have continued 


183 T.R.C. § 332 (1954) ; I.R.C. § 112(b) (6) (1939). 

184 Houston Natural Gas Corp. v. Comin’r, 173 F.2d 461 (5th Cir. 1949); I.T. 4109, 
1952-2 Cum. Butt. 138. 

185 Iron Fireman Manufacturing Co., 5 T.C. 452 (1945) ; Houston Natural Gas Corp. v. 
Comm’r, supra note 184; Spaulding Bakeries, Inc., 27 T.C. 684 (1957), aff’d, 252 F.2d 
693 (2d Cir. 1958) (involved preferred stock held by the parent rather than liabilities of 


the subsidiary). 
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to apply this theory by providing that section 332 applies only to 
those cases in which the parent receives at least a partial payment 
for its stock in the liquidating subsidiary ; *** thus, apparently, the 
controlled debtor subsidiary may still realize cancellation of indebt- 
edness income in those situations in which the parent has received 
nothing for its stock interest in the subsidiary. 

One possible escape from the spectre of cancellation of indebted- 
ness income in such a situation might be a resort to the insolvency 
exception of the Dallas Transfer '*" case, which held that a transfer 
of appreciated assets by an insolvent debtor in discharge of its lia- 
bilities did not give rise to cancellation of indebtedness income to 
the debtor. If the debtor was insolvent before and after the cancel- 
lation, the Dallas Transfer rule possibly would be applicable. But 
the weakness of the Dallas theory is that the transaction is actually 
a sale of property by the debtor in consideration for a discharge of 
its liabilities. The gain in such a case is gain derived from the dis- 
position of property and not income derived from a bargain dis- 
charge of indebtedness. If a court were to characterize the transac- 
tion as a sale of property rather than a cancellation of indebtedness 
case, the realized gain on such transaction would be recognized re- 
gardless of the solvency or insolvency of the transferor. Thus, reli- 
ance on the insolvency exception of the Dallas case would seem at 
best to furnish slight comfort to the liquidating debtor corporation 
in such a situation. } 

Possibly section 336 of the 1954 Code (newly added in the 1954 
revision), which provides that no income shall be realized to a cor- 
poration on the distribution by it of property in complete or partial 
liquidation, may be of assistance to a liquidating subsidiary in such 
a situation. The Regulations on section 336 are almost non-existent, 
but it is provided that a sale of assets by the liquidating corporation 
will not be covered by this section. Whether a liquidating transfer 
of assets in discharge of the indebtedness owed by the subsidiary to 
its shareholders would be a sale of these assets or a liquidation is 
not entirely clear. The shareholder-creditors in such a transaction 
occupy a dual role in that they are receiving the assets in their ca- 
pacity as creditors and not as shareholders. Thus, this transaction 
could very well be claimed to be a sale of these assets by the sub- 
sidiary and not a liquidating distribution to its shareholders. 

The Committee Reports under section 311, which deals with the 


186 Reg. Sec. 1.332-2(b) (1954). 
187 Dallas Transfer and Terminal Warehouse Co, v. Comm’r, 70 F.2d 95 (5th Cir. 1934), 
and cases cited note 76 supra. 
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case where the distribution in kind is a non-liquidating distribution, 
provide that section 311 is not intended to apply where the distribu- 
tion is made to shareholders other than in their capacity as share- 
holders, e.g., in their capacity as creditors.’** This same line of rea- 
soning could also be adapted to section 336; and several pre-1954 
Code cases have indicated that a distribution in kind of a corpora- 
tion’s assets in satisfaction of its debts would not be a distribution 
in liquidation even though the creditors were its stockholders.’ 
Generally, a liquidation is thought to be a distribution to stock- 
holders in their capacity as shareholders to cancel or redeem their 
stock interests and not in some other capacity, such as a creditor. 
Therefore, non-recognition of cancellation of indebtedness income 
on the complete liquidation of a debtor corporation under the terms 
of section 336 would not be a likely result. 


(2) Liquidations outside the scope of section 332 

The applicability of the optional exclusion and basis reduction 
relief of section 108 to cases involving the complete liquidation of 
a debtor corporation is also far from clear. The basic issue involved 
is this: Since the policy of section 108 is to allow a postponement 
of the recognition of cancellation of indebtedness income through 
operation of the basis-reduction rules, will this section apply to a 
case where the debtor has no assets upon which the basis-reduction 
rules can operate? If the exclusion of section 108 applies to such a 
case, there will be a permanent non-recognition of the gain rather 
than a mere deferral thereof. 

For example, if the debtor corporation distributes part of its 
assets to its shareholders and part to its creditors in a bargain can- 
cellation of indebtedness in complete liquidation, the very transfer 
which created the cancellation of indebtedness gain to the debtor 
corporation would also deprive that corporation of any assets to 
which the basis-reduction rules could apply. Similarly, if the credi- 
tors were also the shareholders of the liquidating corporation (and 
assuming section 332(¢) did not apply), the distribution of appreci- 
ated assets in complete liquidation of the debtor corporation would 
leave no property upon which the basis-reduction rules of section 
1017 could operate. This same result could be accomplished by the 
debtor corporation if it sold its assets pursuant to a plan of liquida- 
tion under section 337 (without recognition of gain or loss on such 
sale) and then used the cash proceeds from such sale to discharge 


188 §, REP. No. 1622, 83d Cong., 2d Sess. 247 (1954). 
189 Northern Coal & Dock Co., 12 T.C. 42 (1949). 
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its outstanding liabilities at a discount, distributing the balance 
of the proceeds to its shareholders in complete liquidation. In all 
these cases the resulting cancellation of indebtedness income would 
escape recognition completely, since the basis-reduction rules of sec- 
tion 1017 would not have any property upon which to operate. Essen- 
tially this same problem also arises to a somewhat lesser degree in 
those cases where the debtor’s property was insufficient to exhaust 
the required basis reduction adjustment. Is the availability of prop- 
erty to which the basis reduction can be applied a condition prece- 
dent to the exclusion under section 108? 

Unfortunately this issue has never been expressly or even im- 
pliedly decided by the Regulations, rulings, or cases in the cancella- 
tion of indebtedness area. The problem is most sharply presented 
in the complete liquidation cases but can also arise when the debtor’s 
property is insufficient to exhaust the basis reduction adjustment. 
The language of the statute **° does not literally require a continu- 
ance of the debtor’s business activities or an adequate amount of 
property to which the basis reduction could be applied. The statute 
demands only that the taxpayer file a consent to reduce the basis of 
any property held or acquired by him in the taxable year of the 
discharge. This language suggests that the availability of property 
to which the basis reduction may be applied is not a necessary 
condition for exclusionary relief under section 108. However, the 
avowed intent of section 108 was temporarily to defer recognition 
of the cancellation of indebtedness income through operation of the 
basis rule. If the above construction of the statute is adopted, such 
gain would be permanently forgiven. 

Thus, while the strict language of the section would appear to give 
relief to taxpayers in such a situation, the fundamental policy of the 
section to require an eventual accounting by the taxpayer for the 
deferral of his realized but unrecognized cancellation of indebted- 
ness income would be violated. Whenever the language of a statute 
conflicts with its obvious legislative intention, the courts are likely 
to construe the provision to give effect to such intent. Therefore it 
is not at all certain that the exclusionary relief of section 108 would 
be available to a debtor corporation which is engaged in a complete 
liquidation of its business operations. 

Thus the cancellation of indebtedness problem is still present for 
a debtor corporation undergoing a complete liquidation where sec- 
tion 332(c) is not by its terms applicable. The Advisory Group Re- 


190 See section 7806(b) (1954) which also provides that the location or position of a 
provision in the Code shall have no weight in the construction of such section. 
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port on Subchapter C has acknowledged that the problems in this 
area are troublesome, and with such a statement one could searcely 
take issue. 


e. Other aspects of cancellation of indebtedness problem 


Since the Regulations under section 301 take the position that a 
cancellation of indebtedness owed by a debtor shareholder to his 
creditor corporation will be deemed to be a distribution of money 
under section 301, by analogy it can be reasoned that if the share- 
holder surrenders part or all of his stock in consideration for the 
cancellation of his indebtedness owed to the creditor corporation, 
such transaction would be a redemption of the shareholder’s stock 
within the meaning of section 317(b) and section 302 of the Code. 
The Regulations under section 317 include indebtedness owed to the 
redeeming corporation within the definition of the term ‘‘ property,”’ 
which treatment would seem to support the above interpretation. 
Thus the general rules applicable to stock redemptions under sec- 
tion 302 and related provisions of the 1954 Code would apparently 
come into play where the stockholder is also a debtor of the redeem- 
ing corporation, and the redemption is effectuated as consideration 
for the cancellation of his indebtedness. . 

Similarly, if a corporation is being liquidated, either partially or 
completely, and the shareholders are indebted to the liquidating 
corporation, a cancellation of such indebtedness would likewise seem 
equivalent to a distribution of money by the creditor corporation. 
And such transaction should be governed by the general rules of 
Part II of Subchapter C dealing with distributions in partial or 
complete liquidation. In effect, the cancellation of the shareholder’s 
debt would be treated as the equivalent of a cash distribution in liqui- 
dation by the creditor corporation to such shareholder-debtors. By 
a similar line of reasoning, it would seem also that the cancellation 
of an indebtedness owed by a shareholder to his corporation under- 
going a plan of reorganization under Part III of Subchapter C would 
be equivalent to the receipt of cash boot by such shareholder on the 
cancellation of his indebtedness and therefore would be taxable 
under the boot rules of section 356. 

Thus, when a shareholder’s debt to his corporation is cancelled 
or modified by this corporation, such cancellation would be equiva- 
lent to a cash distribution by the creditor corporation and could run 
the gamut from a taxable dividend to a capital gain liquidation or 
redemption of stock, to a distribution of cash boot, depending upon 
the factual context surrounding the debt cancellation transaction. 
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There is no express statement in the Subchapter C provisions which 
produce these results, but if the position of the Regulations is valid, 
then the cancellation of a shareholder’s debt owed to his corporation 
is equivalent to a cash distribution by the creditor corporation, and 
the above results should logically follow from such treatment. Ap- 
parently the cancellation in these situations will be treated under 
the corporation rules of Subchapter C rather than the debt cancella- 
tion rules of section 108. 


(3) Evaluation of provisions 

The revisers of the 1954 Code had before them a golden oppor- 
tunity to ‘‘do something’’ about the cancellation of indebtedness 
problem, but after laboring mightily, it may honestly be said that 
Congress has brought forth the same old package with a slightly 
different wrapper. The uncoordinated treatment of debt cancella- 
tions that existed under prior law has merely been carried over into 
the new Code with little substantial change other than an occasional 
adjustment to some isolated parts of the puzzle. Except for the area 
of insolvency reorganizations (which is still by no means a paragon 
of lucidity), the word which probably best describes the present 
statutory treatment of the cancellation of indebtedness problem is 
uncertainty. If the creation of certainty and uniformity are legiti- 
mate functions of legislation, Congress has been patently derelict 
in its duty when dealing with debt cancellations. One might justifi- 
ably conclude that Congress had decided to ‘‘wash its hands”’ of 
responsibility in this area and delegate the problem to the courts 
and the Commissioner to be solved in a case-by-case approach or 
appropriate Regulations, as the case may be. Perhaps this is the 
best of any available solutions to the many troublesome problems 
in this field, but, on the other hand, rare indeed is the statute that 
cannot profit by some enlightened revision. 

But however pleasurable it may be, mere criticism standing alone, 
without constructive proposals to better the existing situation, is an 
idle luxury ill-suited to the ultimate advancement of a rational tax- 
ing system. Several remedial proposals immediately spring to mind. 
Probably foremost of the lot would be an express inclusionary sec- 
tion providing specifically for the recognition of any gain arising 
from a cancellation of indebtedness transaction, with an adequately 
precise definition as to when such income would arise. 

Such a section would require a careful elaboration of the meaning 
of such terms as ‘‘indebtedness’’ and ‘‘cancellation,’’ in order to 
limit its applicability to the so-called ‘‘pure’’ cancellation of indebt- 
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edness cases. Several of the judicial exceptions to the rule of taxa- 
bility, such as insolvency, non-commercially inspired gifts, and con- 
tributions to capital, seem worthy of being retained in this new 
provision. Similarly, the requirement that the debtor receive tangi- 
ble consideration in the form of money or property on incurrence of 
the obligation would seem to be a fair proposal and would also serve 
to eliminate the ‘‘tax benefit’’ cases involving obligations which 
represent accruable expenses of the debtor (which later type of 
problems could be more effectively handled by expanding the pres- 
ent tax-benefit rules of section 111). Express provision should also 
be made that only debt discharges effected by a payment in money 
would be covered by the cancellation-of-indebtedness rules. A dis- 
charge effected in any other manner would be governed by the rules 
dealing with the particular type of income realized in such a situa- 
tion, e.g., dividends, wages, and gain or loss on the disposition of 
property. This emphasis on the nature of the consideration paid by 
the debtor to effectuate the debt discharge would serve to weed out 
those cases not properly belonging in the debt cancellation area. 

As a corollary to the above specific inclusion section, the debtor 
should expressly be given the option to exclude any income realized 
under such provision if he irrevocably consents to reduce the basis 
for his assets in the following order: first, property purchased by 
ineurrence of the obligation or where the proceeds of the loan are 
used to buy or improve such property; second, property which is 
secured by the indebtedness ; third, depreciable property used in the 
trade or business of the taxpayer ; fourth, real or other non-depreci- 
able property used in the taxpayer’s trade or business; and finally, 
all other property, other than money, owned by the taxpayer. If the 
taxpayer does not have sufficient property to exhaust the entire 
basis reduction, then the amount of such excess would be presently 
reportable as income. Such optional exclusionary relief should be 
afforded to all taxpayers alike, whether corporations or individuals. 
There seems to be no rational basis for the present narrowly limited 
application of such sections in regard to individuals, and it is pro- 
posed that this inequity be eliminated. 

If the taxpayer does not elect the above optional-exclusion-and- 
basis-reduction device, then the income would be presently report- 
able in the year of cancellation, but subject to a ‘‘spreadback”’ cal- 
culation similar to that found in section 1301 of the present Code, 
which would avoid the inequitable telescoping of such income which 
has been realized over the life of the loan into one taxable year. 
Under the present optional exclusion and basis reduction sections, 
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there is in effect a spread forward of the cancellation income 
through operation of reduced depreciation deductions. However, if 
the property is a capital asset or a section 1231 asset, a sale thereof 
would produce capital gain to the taxpayer, thereby converting ordi- 
nary cancellation of indebtedness income, which was reflected in the 
basis reduction, into capital gain income. Enlightened taxpayer’s 
need only to sell the property whose basis had been reduced in the 
debt cancellation transaction to convert effectively the potential 
ordinary income into a capital gain situation. This device could be 
somewhat controlled by requiring a ten-year holding period for such 
property in order to receive capital gain treatment on its sale. 

With these above enactments, it would seem that a great deal of 
the present state of confusion and uncertainty in the cancellation 
of indebtedness field would be at least partially alleviated. 





ConcLuUsION 


The present tangled web of judicial decisions, statutory provi- 
sions, and administrative regulations, all attempting to deal with 
the cancellation of indebtedness problem, has served mainly to turn 
this area into a morass of complexity worthy of the fabled ‘‘Gordian 
Knot.’’ Unfortunately, the modern tax practitioner cannot read- 
ily resort to Alexander’s forthright tactics to unravel this knot of 
uncertainty, and the consequent result is that many otherwise valid 
debt adjustments are seriously imipeded because of the adverse tax 
consequences involved. Even the most rabid dialectition of federal 
tax law would readily concede that logic has taken an extended vaca- 
tion in the debt cancellation area. But regardless of the high degree 
of confusion now rampant in this area, several conclusions can, with 
reasonable certainty, be drawn from the mists of judicial and legis- 
lative enactments. 

When faced with a cancellation of indebtedness problem, the 
courts will generally give consideration to six essential factors: 
(1) the nature of the liability involved, 7.e., personal, non-personal, 
contingent, contested, liquidated, long-term or current; (2) the na- 
ture of the consideration received by the debtor on incurrence of 
the liability; (3) the disposition and use of that consideration by 
the debtor; (4) the nature of the consideration used by the debtor 
to discharge the liability; (5) the financial condition of the debtor; 
and (6) the intention of the parties as to the general character of the 
loan transaction as a whole. In addition, unspoken forces are also 
at work on the courts in this type of case, e.g., the reluctance of 
judges to comprehend the realization of income when a taxpayer 
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is paying out rather than receiving tangible property; the inevi- 
table emotional factors present in the case of financially distressed 
debtors seeking to relieve themselves from the burden of their in- 
debtedness; the hardship caused by a telescoping into one year of 
income which may have accrued over a span of many previous tax- 
able years. The possible combinations and permutations resulting 
from the application of these many factors to a specific case has 
been largely responsible for the ensuing proliferation of confusion 
and obscurity in the cancellation of indebtedness field. 

Superimposed upon the body of judicial decisions in this area is 
a statutory scheme, giving the debtor an option to exclude any in- 
come realized by him on the debt cancellation if he files a consent to 
reduce the basis of his property in accordance with the Commis- 
sioner’s Regulations. However, the statute is applicable only if in- 
come is realized, which involves a resort to prior case law in order 
to determine this fact. Also, the purported relief furnished there- 
under is not available to all individuals, and even when such relief 
is available, the consequent basis reduction may tempt a more ad- 
venturous taxpayer to take his chances on a court test of taxability. 
An interesting policy comparison is also presented by a difference 
in statutory treatment afforded to a corporation dealing in its own 
stock and one dealing in its own debt obligations. The former is 
expressly made tax-free by section 1032, while the latter is exempt 
from tax only if the debtor corporation consents to adjust the basis 
of its property by the amount of gain so realized ; otherwise the gain 
is recognized in full as ordinary income. The economic gain realized 
by the corporation in both of these situations is the same, and yet 
no gain or loss is recognized to the corporation from dealings in its 
own stock, while only a ‘‘semi-non-recognition’’ is provided for 
dealings in its own debt obligations. 

Probably the only true relief-giving provisions in the cancellation 
of indebtedness area are to be found in the insolvency reorganiza- 
tion sections of Subchapter C. Under these sections no gain or loss 
is recognized to the debtor corporation undergoing an insolvency 
reorganization through a transfer of its assets to a new or successor 
corporation to effectuate the reorganization. There will be no basis 
reduction to the debtor’s property in such a proceeding. Thus a re- 
organizing corporation may adjust its debt structure without fear 
of recognized gain on the transaction and still be assured of the 
preservation of the historical basis for its assets. If a corporation 
does not qualify under these sections, then the terms of the Bank- 
ruptey Act will govern the insolvency proceeding. If the corpo- 
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ration (industrial or railroad) is not involved in an insolvency 
proceeding, then the general rules in regard to cancellation of in- 
debtedness income will be applicable. 

But regardless of the multitude of judicial and statutory excep- 
tions that have arisen in this area, the fundamental theory of the 
Kirby case is generally acknowledged to be a proper statement of 
the law. When a taxpayer receives money or property in an initially 
non-taxable loan transaction and subsequently returns to his credi- 
tor less than was originally received on the prior borrowing, a tax- 
able reckoning should be made at this point, since the debtor has 
made a ‘‘clear gain’’ in such a situation. 

Thus, if we are to pursue the tenuous goals of equity and fairness 
in the administration of the taxing laws, it seems beyond question 
that whether a taxpayer derives his gains from profitable dealings 
in his assets or from profitable dealings in his liabilities, the net 
result is the same—he has realized a net increment to his total eco- 
nomic wealth in both situations. If it has rightly been said that the 
life of the law is experience, then it would seem sufficient experi- 
ence has been accumulated in the cancellation of indebtedness field, 
both among members of the tax bar and the legislature, to sustain 
the intelligent drafting of a uniform and comprehensive statutory 
treatment of this problem. There is a crying need for some adequate 
guideposts to taxpayers and the Government in this exceedingly 
complex field. Reason and necessity can demand no less. 
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Some Proposed Revisions of the Provi- 
sions of the Internal Revenue Code 
Governing the Taxation of 
Deferred Compensation 
Arrangements 


ARTHUR D. SPORN 


F Ew determinations are as laboriously complicated or as critical 
in their consequences under our income tax law today as the qualifi- 
cation of a deferred compensation plan under section 401(a) of the 
Code. One index of both the complexity and the importance is the 
extensive and elaborate system which the Internal Revenue Service 
has established for granting advance determinations of a plan’s 
qualified status,” a system which is quite without parallel elsewhere 
in the administration of the internal revenue laws.* Another such 
index is the almost unmatched volume of administrative rulings, 
supplementing over 40 pages of Treasury Regulations, which the 
Service has issued interpreting and elaborating on the statutory re- 


ARTHUR D. SporN is a member of the Wisconsin and New York Bars and is Assistant 
Professor, University of Wisconsin Law School. 

1T.R.C. § 401(a) (1954). 

2 Determination applications are processed by specially trained reviewers assigned to 
the audit divisions of the great majority of the District Directors’ offices. In the larger 
offices these agents are organized into a separate pensions and exempt organizations unit, 
headed by a chief or a senior reviewer, and often devote their time exclusively to the re- 
view of determination applications in these areas. The work of the district offices is su- 
pervised and coordinated by the Pension Trust Section of the Tax Rulings Division under 
the Assistant Commissioner, Technical, in the National Office in Washington. See Rev. 
Proe. 56-12, 1956-1 Cum. Buu. 1029; Reg. Sec. 601.201(c) and (1) (1955), as amended, 
23 Fep. Ree. 3126 (1958) ; Rev. Rul. 54-172, 1954-1 Cum. BuL. 394. 

3 The closest parallel to the system is that provided for the granting by District Directors 
of determinations as to the exempt status of philanthropic organizations under section 501 
(ce) (3) (1954), pursuant to Reg. Sec. 601.201(c) and (k) (1955), as amended, 23 Fen. 
REG. 3126 (1958), and Rev. Rul. 54-164, 1954-1 Cum. Buu. 88. The two systems differ 
sharply, however, in that determinations of exemption under section 501(c)(3) are not 
normally made in advance, but only after an organization has been in actual, active opera- 
tion for at least 12 months. In addition, the volume of administrative material dealing with 
philanthropic organizations is hardly a fraction of that applying te qualified plans. See 
notes 4 and 5 infra. 
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quirements for qualification * and the special tax consequences which 
follow.5 

Under the present Code structure, the qualification of a deferred 
compensation plan is determinative of tax liability in three separate 
contexts : 

(1) the deductibility of contributions by an employer taxpayer 
toward the funding of such a plan, governed by section 404; 

(2) the deferment of tax and other special tax treatment afforded 
to participants in such a plan under sections 402 and 403, 101(b), 
2039(¢), and 2517 ; and 

(3) the exemption from taxation of earnings on contributions 
made to a trust established under such a plan, pursuant to section 
501(a). 

It should be noted at the outset that while the effects of qualifica- 
tion under (2) and (3) are to confer upon the taxpayers concerned 
treatment distinctly more advantageous than they would receive in 
the absence of the special provisions, the deductibility of contribu- 
tions under (1) cannot be considered in any sense a special ‘‘advan- 
tage’’ of qualification. The net effect of section 404 is simply to re- 
store the taxpayer contributing to a qualified plan to parity—in fact 
not quite to parity—with the position he would occupy in the absence 
of the provision, or with his position if he paid out the contribution 
as a current cash bonus. Furthermore, while the special tax conse- 
quences described under (2) and (3) are closely interrelated, as will 
be shown below,’ and hence can hardly help but be governed by the 
same standard, no intrinsic reason exists why the deductibility of 
contributions need be governed by the same test of qualification that 
prevails in the other two areas. 

It is a thesis of this article that most of the requirements for 
qualification are grossly inappropriate as criteria for the deducti- 
bility of an employer’s contributions. Requiring compliance with 
them as the price of the employer’s right to a deduction at any time 


4 Much of the currently applicable administrative material as of April 22, 1957, dealing 
solely with the requirements for qualification, was admirably compiled and condensed in 
Rev. Rul. 57-163, 1957-1 Cum. Butt. 128. 

5 On the subject of the quantitative restrictions imposed by section 404 (1954) upon 
deductions for contributions to qualified plans, the 1945 Bulletin of the Service on Sec- 
tion 23(p) (1) (A) and (B) remains the most recent, comprehensive, and most helpful ad- 
ministrative statement. The Bulletin has not been officially printed but appears in P-H 
PENSION AND Prorit-SHarin@ Serv. {] 12,601-12,658. No official compilation has been 
made of the administrative material dealing with the special income, estate, and gift tax 
treatment provided for benefits under a qualified plan. 

6 See discussion pp. 314-317 infra. 
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and in any amount, as is the effect of the present Code provisions in 
many cases,’ is little short of penal. Its effect is to straiten the em- 
ployer’s business judgment to an extent unmatched in connection 
with his right to deduct any of his other business expenses. Espe- 
cially is this true of many of the qualification requirements which 
the Service has elaborated (and not improperly so) with an eye to 
the consequences of qualification in the second and third areas men- 
tioned above. Moreover, the imposing of qualification as a condition 
to the deductibility of contributions is not only substantively unjus- 
tifiable, but it is believed to be largely responsible for the generally 
unsatisfactory state of confusion, uncertainty,* and delay * which 


7 See discussion pp. 292-295 infra. 

8 Much of the uncertainty is caused by the fact that even after a determination of qualifi- 
cation is obtained, it is incumbent upon the taxpayer to keep track of subsequent adminis- 
trative rulings embodying changes in the position of the Service which affect the status of 
his plan and to make any changes required. While the Service accepts such changes as 
timely if made at any time during the year following that in which the new ruling appears, 
such is the case only if the change can be and is made effective for all purposes as of the 
start of such following year. Thus, if the change required is of such 1 nature that it is im- 
possible to put it into effect retroactively, the minimum of 365 days which the taxpayer 
supposedly enjoys within which to make conforming amendments is likely to be dras- 
tieally curtailed. See P.S. No. 35 (revised), P-H PENSION AND ProriT-SHARING SERV. 
q 12,533. ’ 

Apart from the necessity of making amendments as may be required to conform a plan to 
subsequent rulings, the employer must reckon with the possibility that if he at any time re- 
quests a determination as to the effect of an amendment to his plan upon its continued quali- 
fied status, the plan may be reviewed in its entirety, and the previous determination of 
qualification reversed on the basis of provisions quite unrelated to the amendment. See 
Rev. Rul. 54-172, 1954-1 Cum. Bunun. 394; Reg. See. 601.201(i) and (j) (1955); P-H 
PENSION AND Prorit-SHARING SERV. J 4601. Even if the taxpayer himself takes no action 
to occasion a review of his plan’s status, such review may be undertaken by the Service on 
its own initiative, and a determination of qualification granted by the local District Di- 
rector may be upset, sometimes years later, by the Service’s National Office. See Rev. Proc. 
56-12, 1956-1 Cum. Buu. 1029 § 3. 

9 The writer sent letters to the audit divisions of the offices of all 64 District Directors of 
Internal Revenue, asking their estimates as to the average time elapsing between their re- 
ceipt of an application for a determination as to a plan’s initial qualification, amendment, 
or termination and the issuance of the determination letter. Forty-eight of the offices re- 
plied to this inquiry ; of these, 23 were able to furnish estimates. Only three offices estimated 
the average time they required at less than 30 days; another six fixed this time at less than 
60 days; and another eight at less than 90 days. In six of the districts the average time 
elapsing ranged from three to six months; these included the Detroit, Los Angeles, Phila- 
delphia, and St. Louis offices, the four largest to furnish estimates. In addition, the writer’s 
personal experience in 1957 indicated that in the Upper and Lower Manhattan offices (from 
which no figures were received), which handle an exceptionally large percentage of the total 
applications processed by the Service, the delay between filing and issuance averaged close 
to six months. Twenty-two of the offices indicated in response to the writer’s inquiry that it 
was possible for an application setting out special reasons of urgency to obtain accelerated 
consideration, although many of these replies emphasized that the circumstances in which 
such treatment was granted were rare. The 15 estimates of the time’ required for such ac- 
celerated issuance ranged from ‘‘immediately’’ and three days to 30 to 60 days. 
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now exists in the operation of the Service’s system for the advance 
granting of determination letters. 

On the other hand, some of the present consequences of qualifica- 
tion to the employee-participants of a plan must be recognized as 
indefensible in the special advantages they confer; and it is sub- 
mitted that in such areas the present Code provisions, or in certain 
cases the Service’s interpretation thereof, require modification. It is 
believed that the merits of the Code’s present treatment of the earn- 
ings upon qualified plans’ trust funds and of distributions there- 
from ought to be considered quite independently of the deductibility 
of contributions thereto, and this is the basis upon which the present 
discussion proceeds. One must bear in mind, however, that so long 
as qualification remains the key both to deductibility and to the 
special advantages of sections 501, 402 and 403, 101, 2039, and 2517, 
and as long as these special advantages remain as extreme as they 
are, little easing of employers’ plight as to deductions can reason- 
ably be expected. 


DepvuctIBiLiry or ConTRIBUTIONS 


Under sections 404(a) and (b), contributions to a deferred com- 
pensation plan are deductible only if at the time they are made 
either (1) the plan is qualified, or (2) the rights of the employee- 
participants to or derived from such contributions are non-forfeit- 
able. Absent such non-forfeitability, no deductions for contribution 
to an unqualified plan are permitted at any time.’® Moreover, it is 
well established that the rights which must be non-forfeitable under 
the statute are those of each employee individually, and not simply 
those of the participants as a class; 7"! in any given year, the contri- 
bution cannot be both non-taxable (to the participants) and deducti- 
ble. Since the circumstances are rare under which it would be con- 
sidered desirable, or even acceptable, to give all participants in a 
plan, regardless of age or service, an immediate full vested interest 
in the employer’s contributions thereto, the effect of section 404 
(a) (5) is virtually to make qualification a prerequisite to deductibil- 
ity, or at least to deductibility in full. 


QUALIFICATION REQUIREMENTS 


The most important of the requirements for a plan’s qualification, 
apart from the necessity that it be conducted for the exclusive bene- 


10 Reg. Sec. 1.404(a)-12 (1956). 


11 Wesley Heat Treating Co., 30 T.C. No. 2 (1958) ; William M. Bailey Co., 15 T.C. 468 
(1950). 
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fit of the employees and their beneficiaries, discussed below, is that 
it may not discriminate in favor of officers, shareholders, persons 
whose principal duties consist in supervising the work of other em- 
ployees, or other highly compensated employees. On the foundation 
of the statutory prohibition against discrimination, the Service has 
erected an elaborate superstructure of requirements, ranging from 
one that the plan’s benefits ‘‘integrate’’ with those furnished by the 
Social Security Act as old-age and survivor insurance on earnings 
included within the Act’s wage base,” to restrictions on the permis- 
sible distribution of benefits in the event of a pension plan’s being 
terminated or becoming underfunded within the first ten years of its 
operation,” the permissible formulas for allocating contributions 
among participants in a profit-sharing plan," and the circumstances 
under which optional early retirement is permissible.” Still other 
qualification requirements that have been formulated administra- 
tively are not related to any explicit declaration of Congressional 
policy, but have been deemed by the Service to be implicit in such 
statutory terms as ‘‘pension,’’ ‘‘ profit-sharing,’’ and ‘‘plan’’; thus, 
restrictions have been placed on the type of benefit that may be 
provided,’* the time at which benefits may be paid,’ and the mini- 
mum duration of a plan.*® ; 

All of these requirements may be justifiable—with varying de- 
grees of plausibility—for a plan which is to confer special tax ad- 
vantage on those affected; it is hard to advance any argument in 


12 Rey. Rul. 57-163, Part 4(i), 1957-1 Cum. Buu. 142-144. 

13 Id. Part 5(d) at 149. 

14 Td. Part 5(a) (2) at 146. 

15 Id. Part 5(f) at 149. 

16 E.g., Rev. Rul. 57-163, Part 2(¢) (2) and (k) (2), 1957-1 Cum. Buty. 131-132, 136-137 
(pension plan may furnish life insurance protection only as an ‘‘ incidental and subordi- 
nate’’ feature and may not provide layoff, sickness, accident, hospitalization, or medical 
expense benefits; profit-sharing plan may apply no more than one-half of aggregate contri- 
butions allocated to each participant to purchase of life insurance for him) ; Rev. Rul. 56- 
656, 1956-2 Cum. BuLu. 280 (profit-sharing plan may not grant participant right to make 
an irrevocable election to have his interest paid to a designated beneficiary after his death). 
The Proposed Regulations contained an express provision precluding qualification for any 
plan which was primarily a dismissal wage plan; this was, however, deleted from the Regu- 
lations as finally adopted. Proposed Reg. See. 1.401-1(b) (1) (iv), 20 Fep. Rea. 6457 
(1955). 

17 E.g., Rev. Rul. 57-163, Part 2(¢c) (2), 1957-1 Cum. Buu. 132 (pension plan may not 
permit participant to withdraw any of his interest in employer’s contribution prior to ter- 
mination of employment or of plan); id. Part 2(c)(3) (profit-sharing and stock bonus 
plans must provide for minimum of two years’ deferment between contributions and distri- 
bution). 

18 E.g., Rev. Rul. 57-163, Part 2(h), 1957-1 Cum. Butt. 128; P.S. No. 57, P-H Prn- 
SION AND PROFIT-SHARING SERV. J 12,556, as modified by Rev. Rul.-55-186, 1955-1 Cum. 
But. 39, and Rev. Rul. 56-596, 1956-2 Cuar. BuLL. 288. 
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their support as prerequisites to a deduction. Deferred compensa- 
tion contributions are unique among an employer’s out-of-pocket 
expenditures in being required to satisfy not only the ‘‘ordinary and 
necessary’’ test, as well as the dubious ** ‘‘reasonable allowance’’ 
test, of section 162(a), but also a quite independent set of criteria 
under sections 401 and 404, before they may be deducted.” 

The unfairness of this double requirement is forcefully brought 
out by the recent case of Mississippi River Fuel Corp. v. Koehler.” 
Here plaintiff’s claim for a refund growing out of the disallowance 
of contributions to the employees’ ‘‘Savings Trust’’ under its de- 
ferred compensation plan was rather summarily rejected by the dis- 
trict court on the sole ground that the plan could not qualify tech- 
nically as a profit-sharing plan since it did not expressly limit the 
source of the employer’s required contributions to profits.*? No in- 
dication appears from the opinion that the plan in question suffered 
from any of the defects which are regarded as incompatible with the 
recognized policy objectives of section 401, namely, to insure against 
abuse of plans through expropriation to the employer’s own benefit 
and to eliminate discrimination.** Apparently the contributions in 
question would have been perfectly good business deductions under 
section 23(a) of the 1939 Code, but for the additional requirements 
of section 23(p). 

While the decision seems unquestionably correct, and the same 
result would undoubtedly be called for under the Code today, the 


19 See Griswold, New Light on ‘‘ A Reasonable Allowance for Salaries,’’ 59 Harv. L. REv. 
286 (1945); Griswold, The Deduction of ‘‘A Reasonable Allowance for Salaries’’—The 
Undefined Power of the Commissioner, 56 Harv. L. REv. 997 (1943). 

20 The closest parallol is the provision made in section 162(b) (1954) that charitable con- 
tributions deductible under section 170 (1954), except for the percentage limitations set 
forth therein, shall not be deductible under section 162. It should be noted, however, that 
not only do any philanthropic contributions that fail to meet the qualitative requirements 
of section 170 retain the possibility of being deductible under section 162, but also the ef- 
fect of section 170 is to extend the range of deductibility, as is not the case with section 404, 
to many contributions which would not be allowable but for its operation. Furthermore, the 
two-year carryover provision in section 170(b) (2) for contributions by corporations serves 
to minimize the likelihood that any charitable contributions that would otherwise be deduc- 
tible under section 162 will be lost as a result of the percentage limitations of section 170. 

21 §8-1 U.S.T.C. J 9300 (E.D. Mo. 1958). 

22 In addition, the employees’ rights in the contributions were not non-forfeitable at the 
time they were made. Cf. Times Publishing Co., 13 T.C. 329 (1949), aff’d, 184 F.2d 376 (3d 
Cir. 1950) (employer denied deduction for contribution because pension trust was estab- 
lished by its employees rather than by it). 

28 The Government did argue that in addition to failing to satisfy the profit-sharing re- 
quirement, the plan could not qualify since it did not meet the requirements as to perma- 
nency or as to minimum deferment of benefits. See notes 18 and 17 supra. Brief for Defend- 
ant, pp. 18-24, Mississippi River Fuel Corp. v. Koehler, 58-1 U.S.T.C. § 9300 (E.D. Mo. 
1958). 
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question it raises is why such an employer should be denied a deduc- 
tion for irrevocable contributions he may make to his employees’ 
thrift plan, or for contributions to a trust to provide his employees 
with life insurance or severance pay—or, for that matter, why he 
should be precluded from deducting contributions to a plan which 
is admittedly limited to or weighted in favor of highly compensated 
employees,” so long as the Code makes no attempt to restrict the de- 
ductibility of current salary payments on the basis of any kind of 
discrimination criterion. 

It is submitted that with many of the more rigorous requirements 
for qualification which the Service has formulated the employer is 
paying the price, at the deduction stage which effectively precludes 
any institution of a plan, of the Treasury’s attempt to keep within 
bounds the advantages which qualification confers upon a plan’s 
beneficiaries. This appears quite clearly in the case of Revenue Rul- 
ing 56—-656,”* in which the Service ruled that a provision permitting 
an employee irrevocably to elect to have all or part of his non-for- 
feitable interest in a trust fund paid to a designated beneficiary 
after his death was incompatible with the distribution requirements 
of a profit-sharing plan. Such a distribution would, if permitted, 
almost undoubtedly qualify in its entirety for the exclusion from the 
gross estate provided by section 2039(c).?? While it is fairly argu- 
able that Congress in enacting section 2039(c) did not contemplate 
that it was thereby enabling an employee to place his entire interest 
in a plan beyond the reach of the estate tax,”* there seems to be no 
reason why an employer who is satisfied that a compensation scheme 
such as this has sound attractions, apart from the tax-savings it 
would now offer, should be precluded from instituting one.”® 


24 It hardly answers the objection to point out that the defect can commonly be remedied, 
and could in fact have been remedied in the case in question, by amending the plan to re- 
strict the employer’s contributions to profits, inasmuch as the Regulations make either cur- 
rent or accumulated profits a permissible source. Reg. Sec. 1.404(a)-10 (1956). A newly 
organized business or one which has previously operated at a deficit may also consider it 
sound employee relations to institute a thrift plan; at present it is effectively precluded 
from doing so. 

25 F.g., William M. Bailey Co., supra note 11. It may be observed that making contribu- 
tions to such a plan deductible would of itself lend it little attraction as long as the ad- 
vantages of tax-free accumulation of earnings and the certainty of tax deferment to the 
participants were not present. 

26 1956-2 Cum. BuLL. 280. 

27 See Reg. Sec. 20.2039-2(b) Examples (2) and (3) (1958). 

28 See note 85 infra. 

29 The same aversion to sanctioning an arrangement allowing a participant to avoid 
estate tax undoubtedly lay behind the original refusal by the Service to recognize as quali- 
fied any plan placing the designation of the beneficiaries to receive amounts payable on an 
employee’s death in the hands of the plan’s administrative committee or otherwise beyond 
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QUALIFICATION REQUIREMENTS APPROPRIATE TO DEDUCTIBILITY 


It is not suggested that all of the present requirements for quali- 
fication in section 401 are inappropriate, and should be eliminated, 
in determining the deductibility of contributions. If, as is submitted, 
the objective should be no more than to require that deductible con- 
tributions shall in fact conform to the general ‘‘ordinary and neces- 
sary’’ standard of section 162, then both the extended period of time 
over which a deferred compensation plan operates and the uncer- 
tainty inherent in its operation as to the time and amount of the 
ultimate disbursements suggest the desirability of certain specific 
requirements, in addition to those of section 162, to help insure such 
conformity. Most important, of course, is the necessity of assuring 
that the taxpayers’ out-of-pocket contributions are actually out of 
pocket once made. To that end, there should certainly be retained the 
requirement of section 401(a) that it be impossible, at any time prior 
to the satisfaction of all liabilities with respect to employees and 
their beneficiaries, for any part of the trust corpus or income to be 
used for, or diverted to, purposes other than for the exclusive benefit 
of such persons.” It would also seem important to retain the present 
requirement of the Regulations that all material provisions of a plan 
be set out in definitive form in a written document,” particularly in 


the employee’s unrestricted control. P.S. No. 19 P-H PENSION AND ProFIT-SHARING SERV. 
{ 12,517. Benefits payable under such an arrangement would almost undoubtedly have 
been outside the employee’s gross estate, independently of a special exclusion such as sec- 
tion 2039(¢) (1954), as not within the scope of chapter 3 of section 811 of the 1939 Code, 
53 Stat. 120. See William 8. Miller, 14 T.C. 657 (1950) ; cf. Emil A. Stake, 11 T.C. 817, 825 
(1948) ; Rev. Rul. 56-637, 1956-2 Cum. BuLt. 600. In Rev. Rul. 54-398, 1954-2 Cum. Butt. 
239, the Service recognized the qualifiability of a plan that did not give the employee such 
an unrestricted right, so long as the plan required the death beneficiaries to be the em- 
ployee’s estate, dependents, or persons who are the natural object of his bounty. And fol- 
lowing the decision in Meldrum & Fewsmith, Ine., 20 T.C. 790 (1953), the Service ac- 
quiesced in the qualification of a plan empowering the administrative committee to choose 
a participant’s beneficiary, subject to no restriction other than that it consult with the 
employee concerned. 1954-2 Cum. Butt. 5. 

30 It is noteworthy that this requirement was added to the tax law by the Revenue Act of 
1938, See. 165, 52 Star. 518, well before the bulk of the current qualification requirements 
(dealing principally with non-discrimination) and the other deduction requirements now in 
section 404 (1954) were incorporated in the Code by the Revenue Act of 1942, See. 165, 56 
Stat. 862. The Ways and Means Committee in recommending the 1938 change stated it to 
be ‘‘for the purpose of closing an opportunity for tax avoidance and assuring that the 
trusts will be maintained for the objects for which they are created.’’ H.R. Rep. No. 1860, 
75th Cong., 3d Sess. 11 (1938), 1939-1, Part 2, Cum. Ru. 735. Cf. H.R. Rep. No. 2333, 
77th Cong., 2d Sess. 103 (1942), 1942-2 Cum. BuLL. 475. 

31 Rev. Rul. 57-163, Parts 2(a) and 3(a), 1957-1 Cum. BuLL. 130-131, 137-138. Cf. Time 
Oil Co. v. Comm’r, 258 F.2d 237 (9th Cir. 1958) (refusal to disqualify plan for variations 
in operation from written terms previously approved, since no prejudice to employees re- 
sulted). 
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the case of those plans in which costs are predicted on the furnishing 
of definitely determinable benefits.*” 

In addition to special requirements such as these for assuring that 
contributions actually remain out of pocket, the long-term and un- 
certain aspects of deferred compensation mentioned above make 
necessary specific safeguards against a taxpayer’s juggling of con- 
tributions from year to year; some equivalent of the present quan- 
titative limitations in section 404 would certainly have to remain in 
effect. Presumably, the scope of section 404 would be expanded so 
as to permit deductions for contributions to all deferred compensa- 
tion plans meeting the simplified standards mentioned in the pre- 
ceding paragraph: a dividing line would continue to be drawn be- 
tween plans furnishing definitely determinable benefits and those 
which did not, such as now exists between paragraphs (1) and (3) 
of section 404(a); and paragraph (1) would be expanded in the 
process from its present coverage of pension plans only so as to in- 
clude all plans providing definitely determinable benefits. 

In the event, however, that section 404(a) and paragraph (1) of 
the subsection were to be enlarged in this fashion, it is highly doubt- 
ful whether the present alternative limitations of paragraph (1), as 
set out in sub-paragraphs (A), (B) and (C), could be adopted to 
meet its new, expanded scope. Underlying all three of these alterna- 
tive limitations, if the proviso of (A) is taken into account, is the 
assumption that the cost of benefits attributable to a given year’s 
service is predictable with reasonable certainty.** Even for a con- 
ventional pension plan, restricted to providing benefits on retire- 
ment, the concept of ‘‘normal cost’’ for a year is acknowledged by 
actuaries to be an extremely flexible one.** If still further cost fac- 
tors which required prediction * were to be added to the uncertain 
factors of mortality, investment yield, turnover, administrative ex- 


82 In the case of a profit-sharing or stock bonus plan, where no means exist of computing 
liabilities to the employees, and hence costs, on the basis of definitely determinable benefits, 
no reversion of plan assets to the employer is permissible under any circumstances. Rev. Rul. 
57-163, Part 3(c), 1957-1 Cum. Bux. 138. 

38 This cost enters into the formulas under (A) and (B) as the ‘‘cost of current service 
credits’’ and into that under (C) as ‘‘normal cost.’’ See Reg. Secs. 1.404(a)-4(b), 1.404 
(a)-5(b), and 1.404(a)-6(a) (1956). 

84 See Philadelphia Suburban Transp. Co. v. Smith, 105 F.Supp. 650, 655 (E.D, Pa. 
1952). ‘‘ The concensus of the testimony of the three actuarial experts was that actuarial 
science is an inexact science. ... The testimony, further indicated that as between practis- 
ing actuaries there is quite a bit of secrecy about methods. .. .’’ Cf. Rev. Rul. 57-549, 
1957-2 Cum. BuLL. 258 (normal cost may be adjusted io reflect portion of year’s unreal- 
ized appreciation in value of corporate stocks held by pension trust). 

85 Such additional factors would be inherent in the terms of eligibility of plans provid- 
ing benefits under circumstances such as layoff, economic distress, severance, and the like. 
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pense, and compensation changes—for all of which estimates must 
now be made in computing costs **—the idea that the cost of benefits 
attributable to a given year’s service could be calculated with suffi- 
cient certainty to allow of its use as a measure of permissible deduc- 
tions becomes self-deluding. A more practical solution would seem 
to be the substitution of a flat percentage of the year’s compensation 
paid to employees eligible under the plan—perhaps not so high as 
the present 15 per cent for profit-sharing and stock bonus plans, but 
higher than the present five per cent of sub-paragraph (A)*’— 
which would be allowable as a deduction under all circumstances, 
with a possibility left open for the taxpayer to deduct a greater 
amount upon his establishing by a clear preponderance of the evi- 
dence that his costs attributable to the year were actually in excess 
of that limitation. 

Removing the present qualification requirements relating to dis- 
crimination, as well as those attributable to the Service’s determina- 
tion of the peculiar characteristics of a pension, profit-sharing, or 
stock bonus type of plan, as a condition to deductibility ought to go 
far towards freeing employers from the restrictions now hedging 
their exercise of sound judgment as to the type of compensation 
arrangements that their personnel situations require. It should also 
do much to relieve the present pressure for the advance issuance of 
determination letters, with the undesirable backlog which has grown 
up as a consequence.** There need be no fear, on the other hand, that 
even with such a change our tax laws would not still offer ample 
incentive for the promotion of those objectives, such as non-discrim- 
ination, which it is Congressional policy to foster. 

That strong inducement towards qualification would still be fur- 
nished by the remaining exemption for trust fund earnings, and the 
tax advantages to participants is strikingly illustrated by four pe- 
titions docketed in the Tax Court earlier this year.*® Two of these, 
filed by the Republican Publishing Company and Springfield Union 
Publishing Company, contest deficiencies and penalties totaling 
more than $8,000,000, assessed on account of disallowance of deduc- 


36 See Part VII of Bulletin on section 23(p) (1) (A) and (B), promulgated June 1, 1945, 
note 5 supra. 

87 Section 403(a) (1) (A) of H.R. 8300, 83d Cong., 2d Sess. (1954), which raised the per- 
centage of payroll presumptively deductible as a pension plan contribution to ten per cent, 
represented a step in the direction suggested, but the bill fell back on normal cost as the 
ultimate limitation for those employees whose past service benefits had been fully funded in 
its proviso governing the deductibility of contributions on their behalf. 

38 See note 9 supra. 

89 Tax Court Petitions Nos. 71913-71916, filed Feb. 17, 1958. 
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tions owing to the non-qualification *° of the pension trusts to which 
they made contributions.*! Particularly noteworthy, however, is the 
concurrent filing by the two trusts themselves of petitions contesting 
further deficiencies and penalties assessed against them of more 
than $7,500,000, presumably on the basis of the loss of their qualifi- 
cation for exemption under section 165(a) of the 1939 Code. It 
seems appropriate, therefore, to consider the soundness of the spe- 
cial advantages which it is suggested should remain as inducements 
to qualification. 

As previously indicated, qualification entails beneficial conse- 
quences in two different principal areas: the taxability of benefits 
paid to a plan’s participants under both the income and the estate 
tax, and the taxability of earnings on the assets of the plan’s trust 
fund. 


Tax TREATMENT OF EMPLOYEES AND THEIR BENEFICIARIES 


Income tax. The special treatment afforded to participants under 
the income tax in turn has two readily separable aspects. Most im- 
portant, of course, is the deferment of the incidence of tax until ben- 
efits are actually distributed or made available. In addition, in the 
case of certain lump-sum distributions, sections 402(a)(2) and 403 
(a) (2) make possible the taxation of amounts distributed at long- 
term capital gain rates, and if the distribution comprises employer 
securities, there is further postponement or complete avoidance of 
taxation of any amounts representing appreciation in the value of 
such securities from the time of their purchase by, or contribution 
to, the distributing trust. 

With the principal feature of this special treatment, that is, de- 
ferment of taxation until distribution or availability, it seems hard 
to quarrel. At the outset, it must be questioned whether the boon 
conferred by qualification is in this case an advantage of any great 
substance over the treatment which an employee could obtain in its 
absence. The practical possibility of enabling an executive to post- 
pone taxation in connection with a deferred compensation contract 


40 The taxpayers had obtained rulings of qualification from the Commissioner in 1940, 
but had not attempted to have these rulings confirmed following the amendment of sections 
23(p) and 165(a) of the 1939 Code by the Revenue Act of 1942. See 3 CCH Tax Courr 
Rep. 7761 (1958). 

41 The grounds assigned for disqualification include alleged diversion of the trust funds 
to uses of the employers and into other transactions not exclusively for the benefit of the 
employees, as well as failure to set out the terms of the pension plan in definitive written 
form; hence deductions for the contributions made might be denied the employers even 
under the revision of section 404 suggested in this article. ‘ 

42 See notes 39-41 supra. 
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entered into outside the limits of qualification has been widely recog- 
nized by tax practitioners; the literature abounds with suggestions 
as to the provisions to be incorporated in such an arrangement in 
order to maximize the probability that it will stand up in effecting 
the deferment.* 

In those cases in which the employee’s rights to deferred compen- 
sation are rested solely on the employer’s contractual obligation, 
and no attempt is made to secure the payments by way of advance 
funding, the Service has to date enjoyed no success in its litigational 
attempts to advance the incidence of tax ** and in recent years ap- 
pears largely to have abandoned such efforts.* Indeed, it is worth 
noting that while the Service at present refuses to rule on the effect 
of specific deferred compensation contracts,** in Revenue Ruling 
55-525 it appears implicitly to have recognized the postponement 
of taxation of deferred compensation benefits so long as their pay- 
ment remains subject to some element of forfeitability, even if ad- 
vance arrangements to provide funds for such benefits are made 
through the establishment of a revocable trust or custodian ac- 
count.*? Thus it is questionable whether the controversial provision 


483 See, ¢.g., WASHINGTON AND ROTHSCHILD, COMPENSATING THE CORPORATE EXECUTIVE 
173-183 (1951); J. K. Lasser Tax Institute, STANDARD HANDBOOK OF BUSINESS TAX 
TECHNIQUES, Part 2.151 (1957); Bryson aNnp LeFevre, Tax ASPECTS OF EXECUTIVES’ 
CoMPENSATION 40-43 (1955); Childs, Deferred Compensation Plans for Executives, 31 
Taxes 1007, 1017 (1953). The last six proceedings of the Annual Institute on Federal Tax- 
ation conducted by New York University have all included papers covering non-qualified de- 
ferred compensation contracts. There is general agreement as to the desirability, to assure 
postponement of the assessment of the tax, of injecting some element of uncertainty as to 
whether the deferred payments will be received until they are actually made. Generally, this 
is considered satisfied by making the payments subject to an obligation on the part of the 
executive not to compete with, or to take other action detrimental to, the employer on leav- 
ing his service and/or to hold himself reasonably available for consultative services there- 
after. More conservative is a provision making the deferred payments forfeitable in whole 
or in part if the executive leaves the employer’s services without cause prior to completing 
the full term of the contract. 

44 Comm’r v. Oates, 207 F.2d 711 (7th Cir. 1953) ; Howard Veit, 8 T.C. 809 (1947), 8 
TCM 919 (1949) ; cf. Freeman v. United States, 71 F.2d 969 (3d Cir. 1934), cert. denied, 
293 U.S. 621 (1934) ; John D. Mooney, 9 T.C. 713 (1947). 

45 Cf. Morse v. Comm’r, 202 F.2d 69 (2d Cir. 1953) ; E. T. Sproull, 16 T.C. 244 (1951), 
aff’d, 194 F.2d 541 (6th Cir. 1952). Even where an employer did undertake to fund a de- 
ferred compensation agreement by purchasing a contract, a recent attempt by the Commis- 
sioner to shift his grounds for taxing the premiums to the employee-stockholder as consti- 
tuting dividends rather than compensation met with no success. Casale v. Comm’r, 247 F.2d 
440 (2d Cir. 1957). 

46 Bergen, Income Tax Aspects of Non-Qualified Deferred Compensation Plans in Pro- 
CEEDINGS OF NEw YorK UNIVERSITY SIXTEENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 
91, 99 (1958) ; Barnes, Deferred Compensation Plans: Current Problems and Outlook, 9 J. 
TAXATION 14 (July, 1958). 

47 Rey. Rul. 55-525, 1955-2 Cum. Buu. 543. The holding of the Ruling that income de- 
rived from the trust funds is taxable in its entirety to the employer implicitly recognizes 
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in the House bill for the 1954 Code which would flatly have post- 
poned taxation of the employee under all deferred compensation 
arrangements until the time when payment was made ** did appre- 
ciably more than give recognition to the existing state of the tax law. 

In summary, the principal advantage which an employee can 
obtain in postponing the taxation of his retirement benefits via a 
qualified, as opposed to a non-qualified, arrangement is the added 
assurance he can be given that he will be entitled to his payments 
regardless of his compliance with such contingencies as non-compe- 
tition and availability for consultation. It is also possible, of course, 
to place the funding of his benefits beyond the reach of his em- 
ployer’s creditors, which cannot be done without qualification, in 
light of the requirement of Revenue Ruling 55-525 that the trust 
utilized thereunder be revocable. It is questionable whether the dis- 
tinctions involved are not, in many cases at least, more legal than 
economic. In any event, in a society which is as thoroughly com- 
mitted as ours to the desirability of economic security for the aged, 
it does not seem inappropriate to make possible the granting of this 
extra measure of security as an inducement to furnishing benefits 
through a system which conforms to the community’s notions of 
the socially desirable. 

The deferment of taxation of the employee until receipt of bene- 
fits under a qualified plan can also be endorsed on the ground of its 
tendency to permit spreading an individual’s taxable income over a 
greater number of years. The effect of our steeply graduated in- 
come tax rate structure upon individuals whose earning power is 
concentrated in a limited period of time has been widely criticized 
as one of the leading inequities of the system, and any arrange- 


that the arrangement has no tax consequences to the employee until payment is actually 
made. In addition, the recognition by the Service, pursuant to sections 402(b) and 403(b) 
of the 1954 Code, that an employee does not become taxable upon previously forfeitable 
contributions made on his behalf at such time as his interest therein becomes non-for- 
feitable seems implicitly to recognize that an employee would not become taxable under 
an unfunded deferred compensation contract at such time as his rights thereunder might 
become non-forfeitable (for example, upon retirement). See Reg. Secs. 1.402(b)—1(a) and 
1,403 (b)-1(a) (1956). 

48 H.R. 8300, 83d Cong., 2d Sess. § 401(c) (1954). The provision was deleted from the 
Code as finally enacted. 

49 Cf. Johnson, Work Now and Be Paid Later in PRocEEDINGS OF NEw YorK UNIVERSITY 
SIXTEENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 15, 20 (1958) ; Blodgett, Deferred 
Compensation of Executives in PRocEEDINGS or NEw York UNIversITy SixtH ANNUAL 
INSTITUTE ON FEDERAL TAXATION 764, 797-798 (1948). , 

50 See, e.g., SPECIAL STUDIES PROJECT OF THE ROCKEFELLER Bros. Fun, Inc., REPORT OF 
PaneEL IV 24 (1958). 
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ment tending to mitigate this bunching effect (while leaving the 
taxpayer still subject to the general principle of progression) is 
believed commendable on that ground alone. 

If a sound case can be made in defense of the postponement of 
taxation until benefits are actually paid, which sections 402(a) (1) 
and 403(a)(1) make possible, the same can hardly be said for the 
long-term capital gain treatment which sections 402(a)(2) and 
403(a)(2) provide for certain lump-sum distributions from a quali- 
fied plan. The circumstances under which these provisions origi- 
nated, i.e., in an amendment of section 165 of the 1939 Code by the 
Revenue Act of 1942,"' are remarkable, if not unique, as an instance 
in which Congress has instituted a capital gain provision in the ab- 
sence of any attempt, either currently or by way of background, to 
justify capital gain treatment on analytical or conceptual grounds. 
For that matter, little attention of any sort appears to have been de- 
voted to the original enactment of this provision. The report of the 
Senate Finance Committee, which added the provision to the House 
bill, explained only, and this in the portion of the report devoted to 
technical discussion, that the bill had been changed ‘‘to take care of 
the situation where an employee receives the total distributions that 


51 56 Strat. 863. 

52 Compare the extended controversy over the significance of characterizing an employee 
stock option as granted principally to confer a proprietary interest rather than by way 
of compensation, which preceded the enactment of section 130A of the Revenue Act of 
1950, 64 Star. 942 (now section 421 (1954) ), on which see SURREY AND WARREN, FEDERAL 
IncoME TAXATION 653-674 (1955) ; over whether the sale of an interest in a partnership 
or proprietorship constituted the sale of a property interest distinguishable from that in 
the underlying assets, which lay behind the enactment of sections 741 and 751 of the 1954 
Code, on which see Williams v. McGowan, 152 F.2d 570 (2d Cir. 1945), and WILLIs, Hanp- 
BOOK OF PARTNERSHIP TAXATION 178-181 (1957) ; and over whether a patent was a cap- 
ital asset in the hands of a given inventor and whether a given assignment of patent rights 
constituted a sale, which lay behind the enactment of section 1235 of the 1954 Code, on 
which see Frost, Tax Consequences of Patent Transfers, 7 Stan. L. Rev. 349 (1955). A 
eapital gain provision such as that of section 1240 is believed too restricted in its applica- 
bility to be of any comparative significance. 

Because of their very arbitrariness, sections 402(a) (2) and 403(a) (2) do not lend them- 
selves to analysis or criticism in terms of whether distributions thereunder represent, or 
can fairly be compared with, realization by way of sale or exchange upon a property in- 
terest possessing recognizable attributes of a capital asset. See, e.g., Surrey, Definitional 
Problems in Capital Gains Taxation, 69 Harv. L. Rev. 985 (1956) ; Miller, The ‘‘ Capital 
Asset’’ Concept: A Critique of Capital Gains Taxation: 1, 59 YaLE L.J. 837 (1950) ; 
Blum, Some Off-Center Observations About Our Tax System in ProceepInes or NEw 
York UNIVERSITY SIXTEENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 1, 5 (1958) ; of. 
the brief discussion in Miller, Capital Gains Taxation of the Fruits of Personal Effort: 
Before and Under the 1954 Code, 64 YatE L.J. 1, 5 (1954) (‘Section 165(b) has raised 
itself by its own unrationalized bootstraps.’’). 
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he is entitled to under the plan in one taxable year on account of his 
separation from the service.’’ ® 

As a means of alleviating the consequences of bunched income in 
a single taxable year, extending capital gain treatment to these dis- 
tributions is indefensible, both on account of its unnecessary crude- 
ness and of the favoritism it entails. The Code, of course, contains 
several formulas for spreading bunched income over the period to 
which it is economically attributable, which more accurately reflect 
the recipient’s tax status under our progressive rate system during 
that more extended time. It may even be questioned whether any 
relief provision is really necessary in this situation, since it is ques- 
tionable whether circumstances making distribution of deferred 
compensation in a lump sum unavoidable or desirable (apart from 
the present tax advantage) occur with any frequency. But even if 
such circumstances are rare, they do occur, particularly in the case 
of payments to a deceased employee’s beneficiary, which are taxable 
as income in respect of a decedent under section 691. 

If relief is to be afforded, the formulas referred to above suffer 
from the general drawback that, as applied to the lengths of time 
that would be common for participation in a deferred compensation 
plan, the amount of recomputation they would entail would be un- 
warrantable.™ A more practical if less precise solution is that pro- 
posed in the Malone and Jenkins and Keogh bills, which were intro- 
duced during the last Congress,®* which would make the tax on lump- 
sum distributions to self-employed individuals from the restricted 
retirement funds and under the restricted retirement policies to be 
established thereunder equal to five times the increase in tax which 
would have resulted if 20 per cent of the distribution had been made 
in the year in question.” 


53 §, Rep. No. 1631, 77th Cong., 2d Sess. 138 (1942), 1942-2 Cum. Bux. 607. 

54 See, e.g., I.R.C. §§ 1301-1305 (1954). 

55 The Treasury’s one apparent proposal to eliminate long-term capital gains for lump- 
sum distributions in 1948 would have substituted treatment similar to that provided by 
section 1301 of the 1954 Code and has been criticized on the ground suggested in the text. 
See Blodgett, Recent Developments Concerning Deferred Compensation Plans in PROCEED- 
INGS OF NEW YorRK UNIVERSITY SEVENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 1093, 
1098 (1949). 

56 §, 3415, 85th Cong., 2d Sess. § 5 (1958); H.R. 9, 85th Cong., Ist Sess. § 5 (1957); 
H.R. 10, 85th Cong., 2d Sess. § 3 (1958). It is noteworthy that none of these bills attempted 
to provide capital gain treatment on lump-sum distributions thereunder. If, as seems not 
unlikely, retirement legislation for the self-employed which taxed lump-sum distributions 
in this manner should ultimately be enacted, while sections 402(a) (2) and 403(a) (2) re- 
mained in their present form, continued pressure to put the self-employed on a parity with 
employees in this important respect would be almost inevitable. 

57 Cf. ILR.C. § 72(e) (3) (1954). An interesting variation on the Malone-Jenkins-Keogh 
formula which is believed to afford greater accuracy with no appreciable sacrifice in sim- 
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Long-term capital gain rates are not the only preferred treatment 
conferred upon lump-sum distributions from qualified plans. If the 
distribution includes securities of the employer corporation (or a 
parent or subsidiary) contributed by the employer or acquired with 
employer contributions, any part of the amount distributed which 
is attributable to appreciation of such securities since their acquisi- 
tion by the trust is excludible from the recipient’s gross income in 
its entirety. Provision for this exclusion was first made in the Reve- 
nue Act of 1951; °* it was, like the provision for capital gain treat- 
ment, instigated by the Senate Finance Committee after the revenue 
bill in question had left the House, seems similarly to have been the 
subject of little deliberation, and seems to have been proposed under 
a distinct misconception as to the operative effect of the law which 
was being modified.®® The purpose of the amendments © to permit 
the exclusion of unrealized appreciation was apparently to place the 
employee-distributee on a parity with an individual who had origi- 
nally purchased the securities distributed on his own, though why 


plicity is the so-called ‘‘top slicing’’ method recommended in 1954 by the Millard Tucker 
No. 2 Committee, appointed in 1950 by the United Kingdom’s Chancellor of the Exchequer, 
to survey and recommend a comprehensive revision of that country’s taxation treatment 
of provisions for retirement. The Committee recommended that the rate of tax on the tax- 
able portion of lump-sum distributions to employees and self-employed should, in certain 
eases, be determined by the rate which the recipient would have paid upon a full year’s 
**notional’’ pension based upon such taxable portion, assuming he had received such pen- 
sion (but no earnings) in the year of distribution. See 130 THE AccounTANT 196, 212-214 
(1954). However, neither the top-slicing arrangement nor any of the Committee’s other 
recommendations for restricting the tax-free treatment of lump-sum distributions was 
adopted when Parliament acted to revise the tax treatment of provisions for retirement in 
the Finance Act, 1956, 4 & 5 Eliz, 2, ¢. 54. 

58 65 Strat. 507. 

59 The report of the Finance Committee states: ‘‘It is frequently the case that the price 
the fund paid for the stock was substantially less than the current market price that is 
used in determining the taxable value of the employee’s withdrawal. This results in the 
employee’s being taxed on the amount of the company contribution, the fund earnings, 
and any increase in the value of stock which was purchased for his account. Therefore, 
where companies select this method of providing for their employees’ retirement rather 
than through the purchase of annuities, this accumulated value of the employers’ contri- 
bution in the fund is bunched in one taxable year, thus subjecting it to tax in higher 
surtax brackets.’’ S. Rep. No. 781, 82d Cong., 1st Sess. 49 (1951), 1951-2 Cum. Buu. 493. 
However, the only distributions as to which the exclusion was made applicable were those 
already qualifying for taxation as long-term capital gains and thus not subject to the 
progressive rates of the surtax. 

60In addition to the exclusion now in section 402(a)(2), the Act of July 17, 1952, 
ce. 942, Pub. L. 589, 66 Stat. 766, added to the Code the present last two sentences of sec- 
tion 402(a) (1), which entitle the employee to exclude any net unrealized appreciation on 
employer securities purchased with his own contributions. This last exclusion is available 
regardless of whether the distribution is of a lump-sum nature qualifying under section 
402(a) (2). 
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on such a rationale the exclusion’s scope should be limited to em- 
ployer securities is not clear. 

As interpreted by the Service, however, the exclusion goes a good 
deal farther than that. Under the Regulations ™ it is apparently 
possible for a trust investing exclusively in employer securities, by 
employing a unit system of accounting to determine participants’ 
interests, to enable the employee to exclude as net unrealized appre- 
ciation the amounts of any dividends or any interest which the trust 
receives on such securities and reinvests in additional securities.” 
Such treatment, of course, represents a considerable improvement 
over that which the employee could obtain had he originally pur- 
chased the employer’s securities on his own. This extension of the 
exclusion to include the entire value of securities purchased with 
dividends or interest actually received by the trust is not only un- 
warranted by the statutory term ‘‘net unrealized appreciation,’’ but 
seems to be at variance as well with the understanding of the Senate 
Finance Committee in proposing the provision.™ 

But it is not merely the possibility which section 402(a)(2), as 
interpreted by the Treasury, offers for excluding the portion of any 
distribution representing interim earnings reinvested in employer 
securities to which exception may be taken; the entire exclusion for 
appreciation in the value of the securities up to the time of their 
distribution is hard to justify. The statute’s characterization of this 
appreciation as ‘‘unrealized’’ is, of course, a question begging as- 
sumption. One need not adopt any very extreme view of realization 
as founded primarily on administrative convenience “ to conclude 
that from the employee’s standpoint the distribution constitutes a 
clear-cut and conveniently identifiable enhancement of his economic 
position, which is directly measurable by the securities’ present, ap- 
preciated value, and has only the most arbitrary relation to their 





61 Reg. Sec. 1.402(a)—-1(b) (2) (¢) (1956). 

62 This reading of the Regulation is confirmed by the position taken by the Service in 
Rev. Rul, 55-354, 1955-1 Cum. BuLu. 396, which indicates that only amounts actually con- 
tributed by the employer (and employee), and not earnings on such contributions, are in- 
cluded in the amount credited to the employee, which in turn is subtracted from distribu- 
tion value to determine excludible unrealized appreciation. 

68 ¢[SJection 334 of your committee’s bill provides that in the case of such distribu- 
tions consisting of stock in the employer corporation the appreciation in the value of the 
stock contributed by the employer which has arisen since being deposited . . . is not to be 
subject to capital-gain tax until the employee sells the stock. ... This amendment makes 
no change in the present tax treatment of that portion of the value of such stock which 
does not represent appreciation in value.’’ S. Rep. No. 781, note 59 supra, at 49-50. 

64 Cf. Helvering v. Horst, 311 U.S. 112, 116 (1940) ; Surrey, The Supreme Court and the 
Federal Income Tax: Some Implications of the Recent Decisions, 35 Inu. L. Rev. 779, 


782-794 (1941). 
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original cost to the trust. The Code itself recognizes the fallacy of 
the ‘‘unrealized’’ designation in the comparatively limited cireum- 
stances in which it permits the appreciation to be excluded. 

The equity of measuring the employee’s tax upon a distribution 
by its full value at that time is heightened by the consideration that 
during the appreciation period he has enjoyed the benefit of a post- 
ponement of taxation of the trust’s earnings, which has made 
possible an accelerated compounding of the value of his interest. 
Whether or not the present capital gain provision of section 402 
(a)(2) remains unchanged, therefore, the exclusion for unrealized 
appreciation ought to be eliminated from the paragraph so long as 
it continues to contain some provision to mitigate the effects of 
bunching.” 

The artificial favoritism of the special tax treatment afforded by 
sections 402(a)(2) and 403(a)(2) is emphasized by the arbitrari- 
ness of the circumstances under which it is made available. To qual- 
ify, the distribution must be ‘‘by reason of the employee’s death or 
other separation from the service. ...’’ In a series of Rulings issued 
earlier this year, the Service has in effect held that where the pur- 
chaser of a corporate business proceeds by way of an acquisition of 
its assets either for cash © or for stock via a section 368(a) (1) (C) 
reorganization,” or where it acquires the former owner’s stock and 
then carries out a liquidation to which section 334(b) (2) applies ® 
or a statutory merger qualifying under section 368(a) (1) (A),®* em- 
ployees of the business who go over to and continue to work for the 
purchaser, even though at the identical jobs, are considered to have 
‘‘separated from the service’’ and are entitled to treat any lump- 
sum distributions they may receive from the plan of the selling busi- 
ness as long-term capital gain.” On the other hand, if the acquisi- 
tion is a cash purchase of the original business’ stock and the 
purchaser thereafter fails to liquidate within two years, those em- 
ployees who continue to work for the transferred corporation are 


65 The case for eliminating the exclusion for appreciation in any employer securities 
purchased with the participant’s own contributions, provided by paragraph 1 of the sub- 
section in connection with all distributions, is, of course, considerably less compelling; 
and it is believed that this exclusion should remain in effect. See note 60 supra. 

66 Rev. Ruls. 58-96 and 58-97, 1958 INT. Rev. Buuu. No. 11, at 24 and 25. 

67 Rev. Rul. 58-94, 1958 Inv. Rev. Buu. No. 11, at 18. 

68 Rev. Rul. 58-95, 1958 Int. Rev. Buu. No. 11, at 21. 

69 Rev. Rul. 58-383, 1958 Int. Rev. Buuu. No. 31, at 7. 

70 In cases where the sale is not of the vendor’s entire business, the distributions need 
not be incidental to the termination of the plan. Compare Rev. Rul. 58-97, 1958 Inv. Rev. 
Butt. No. 11, at 25, with Rev. Rul. 58-96, 1958 Inv. Rev. Buu. No. 11, at 24. 
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not considered to have effected any separation from the service.” 

That the differences in the modes of transfer involved in these 
Rulings should entail different tax consequences for the owners of 
the businesses is perhaps understandable, but how the situations of 
the transferring employees differ in any way, justifying the sub- 
stantial difference in their tax liabilities, is much harder to under- 
stand. And yet the results are all probably defensible, if not impera- 
tive, under the present statute. As a group these Rulings, as well as 
several others,” present the anomalous situation of the Service 
laboring diligently to police the availablity of special tax advan- 
tages which the Service itself has made more generous than the 
statute furnishes any warrant for providing. Very much the same 
observation might be made of the actions of Congress in connection 
with the entire question of special treatment for lump-sum distri- 
butions.” 

Both the present significance and, in particular, the future poten- 
tialities of sections 402(a)(2) and 403(a)(2) as avenues of tax 
avoidance should not be slighted. No statistical data as to the annual 
amounts of lump-sum distributions which qualify under these pro- 
visions are available,”* but both their number and their aggregate 
amount are believed to be substantial and to be on the increase. In 
many businesses the recent emphasis upon increased pensions and 
other deferred benefits as a means of executive compensation has 
been such that the simple postponement of taxation of an employee, 
with nothing more, is losing much of its attractiveness. The prospec- 
tive bracket which faces the executive on retirement is not appre- 
ciably different from that confronting him while still at work.” 
The steadily accelerating trend toward elimination of any maximum 
limit upon pensions paid by private employers,” in conjunction with 

71 Rev. Rul. 58-99, 1958 Inv. Rev. Buu. No. 11, at 27. The distribution was from the 
plan of the parent corporation which sold the stock. 

72 H.g., Rev. Rul. 57-115, 1957-1 Cum. Buu. 160 (employee continuing to render in- 
substantial, uncompensated services as officer and director after sale of all of corpora- 
tion’s business assets has not separated from service) ; cf. Rev. Rul. 57-10, 1957-1 Cum. 
BuLt. 314. 

73 See, ¢.g., S. Rep. No. 1622, 83d Cong., 2d Sess. 54 (1954) (refusal to grant capital 
gains in connection with plan terminations). 

74 Letter, dated July 3, 1958, to the writer from E. J. Engquist, Jr., Director, Statistics 
Division, United States Internal Revenue Service, Washington, D. C. 

75 Inspection of the information as to executive compensation appearing in any repre- 
sentative sample of recent corporate proxy statements will bear this statement out. See 
also Lasser and Rothschild, Deferred Compensation for Executives, Harv. Bus. REv. 89, 
90, 100 (Jan.—Feb. 1955). 

76 For example, a 1956 survey of retirement plans maintained -by private employers in 
116 different industries showed that of 51 new plans instituted during the period 1953- 
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an even more pronounced trend towards the liberalization of plans’ 
basic formulas relating benefits to compensation,” has been a par- 
ticularly significant factor in pushing executives into increasingly 
higher brackets on their post-retirement remuneration if taxable to 
them as ordinary income. For those in such a position, increased 
resort to the capital gain provisions of sections 402 and 403 seems 
inevitable. 

It is doubtful whether the present statute furnishes the Service 
with any tenable grounds for attempting to regulate or curtail 
lump-sum distributions by way of administrative ruling. Such dis- 
tributions can hardly be considered as discriminating in favor of 
highly paid employees; they would be of no over-all economic ad- 
vantage to an employee in the lower tax brackets, and their effect 
upon the executive is simply to mitigate or to frustrate, depending 
upon one’s point of view, the effect of a tax system which, admit- 
tedly as a matter of deliberate policy, discriminates against the 
taxpayer in the higher income brackets. A case might, it is true, be 
made out for restricting the permissibility of lump-sum distribu- 
tions under a pension plan, on the ground that such payments are 
incompatible with the requirement that such a plan serve ‘‘pri- 
marily to provide systematically for the payment of definitely de- 
terminable benefits ... over a period of years, usually for life, after 
retirement.’’ * But it is doubtful whether this position would be 
defensible, particularly if the amount were distributed on the under- 
standing or representation by the employee that he would use it to 
purchase an annuity contract on his own; and the argument would be 
unavailable in any event in connection with a profit-sharing plan.” 


1955, 82 per cent contained no maximum of any sort on the pension provided. This figure 
compares with 63 per cent for the new plans surveyed which were instituted during 1950- 
1952 and 42 per cent for 1948-1950. Equally significant, the percentage of new plans 
setting a flat dollar maximum declined from 42 per cent in 1948-1950, to 21 per cent in 
1950-1952, to eight per cent in 1953-1955. Of 128 conventional plans surveyed which were 
amended during the 1953-1955 period, 72 changed their maximum limits, 70 of these by 
way of liberalization and 36 to eliminate the maximum entirely. BANKERS Trust Com- 
PANY, NEw York, A Stupy or INDUSTRIAL RETIREMENT PLANS 21-22 (1956). 

77 BANKERS TRUST COMPANY, op. cit. supra note 76, at 19. 

78 Reg. Sec. 1.401-1(b) (1) (i) (1956). 

79 The recently increasing frequency of the institution of profit-sharing plans in relation 
to pension plans may be a straw in the wind as to the coming importance of lump-sum 
distributions. This increasing relative popularity is shown by the ratio of new profit-shar- 
ing to new pension plans for which determination letters of approval were issued by the 
Service, which went from less than 0.5 between 1946 and 1955, to approximately 0.67 in 
1956, to 0.75 in 1957; for the first half of 1958 it was 0.77. See P-H PENSION AND PRoFIT- 
SHaRine SERv. J 1012; CCH Pension Puan Guive (Part 1) (May 21 and Aug. 27, 1958). 
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It is significant that the Service, for all its ruling activity on the sub- 
ject of qualification, has not ventured to restrict the maner in which 
benefits may be distributed once retirement age is reached.” If re- 
strictions on the availability of long-term capital gain treatment are 
to be imposed, they probably must come by way of legislation. 

In addition to the income tax advantages conferred upon pay- 
ments from a qualified plan by sections 402(a) and 403(a), it is pos- 
sible in the case of payments made to a deceased employee’s desig- 
nated beneficiary to exclude up to $5,000 of such amounts from the 
recipient’s gross income.* In fact, however, the only special advan- 
tage which qualification here confers is that if the amounts are paid 
under a qualified, as distinguished from a non-qualified, arrange- 
ment, the deceased’s interest in such amounts need not have been 
forfeitable in order for the exclusion to apply—and even this is so 
only in the case of a lump-sum distribution meeting the require- 
ments of section 402(a)(2) or section 403(a) (2).°* For the reasons 
just discussed in considering forfeitability as a requirement of tax 
deferment for the employee himself, the elimination of this require- 
ment as a quid pro quo for the dispensing of benefits through a qual- 
ified plan seems justifiable. In any event, the revision of this exclu- 
sion in the 1954 Code so as to restrict it to a total of $5,000 for any 
one decedent, rather than $5,000 from any one employer,® as for- 
merly, makes the significance of the exclusion limited.™ 

Estate Taz. In addition to the special treatment under the income 
tax discussed above, qualification entails special estate tax treat- 
ment for any payments made to the beneficiaries of a deceased em- 
ployee. Under a new provision added to the 1954 Code as section 
2039(c), the value of any such payment is, so long as the recipient is 
not the employee’s estate, excludible in its entirety from the em- 
ployee’s gross estate.® 


80 Moreover, Rev. Rul. 57~163, Part 5(j), 1957-1 Cum. Buu. 151-152, seems to indicate 
that no such restrictions (other than that the benefits payable under alternative modes of 
distribution must be of equal actuarial value) exist. 

81 I.R.C. §101(b) (1954). 

82 I.R.C. § 101(b) (2) (B) (1954). Annuity payments continued to the survivor of an 
employee who has elected a joint and survivor annuity under a qualified plan cannot, for 
example, obtain the exclusion. Reg. Sec. 1.101-2(e) (1) (ii) (1957). Cf. H. Lloyd Hess, 31 
T.C. No. 20 (1958) (no requirement of forfeitability under 1939 Code). 

83 See S. Rep. No. 1622, supra note 73, at 14. 

84 The Proposed Regulations under section 101(b), which would have classified an em- 
ployee’s interest in unqualified benefits as non-forfeitable even though he lost them on 
voluntary termination of employment, would have greatly increased the significance of 
qualification under the subsection. Proposed Reg. Sec. 1.101-2(d) (2) Examples (5) and 
(6), 20 Fep. Rea. 7486 (1955). However, this provision was changed in the Regulations 
as finally adopted. 

85 The location of the exclusion in section 2039, as well as the caption of subsection (c), 
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In appraising the soundness of this special provision, it is neces- 
sary once again to compare the tax treatment afforded under a qual- 
ified plan with that afforded a similar payment in the absence of 
qualification. In this instance, however, the comparison is compli- 
cated by the fact that the 1954 Code, at the same time that it 
extended to qualified payments the blanket exemption of section 
2039(¢c), made the over-all tax position of non-qualified death pay- 
ments, and in particular of survivorship annuities, considerably 
worse. A more significant comparison would seem to be that of the 
treatment now afforded under section 2039(c) with that prevailing 
for death benefits, both qualified and non-qualified, prior to the en- 
actment of the 1954 Code. 

Even in making the comparison last mentioned, the matter is com- 
plicated by the fact that the pre-1954 estate tax status of employee 
death benefits was confused and uncertain, with considerable con- 
flict among the authorities. The comparison can, however, be facili- 
tated by indicating the boundaries of uncertainty as to taxability 
under the 1939 Code immediately before it was superseded; and the 
state of uncertainty and confusion formerly prevailing is itself a 
factor to be considered in evaluating the present provisions. 

In the case of any death benefits as to which the employee imme- 
diately before his death possessed an unrestricted right to designate 
or change the recipient, it seems clear that such payments would 
formerly have been includible.** However, in the more common sit- 
uation where the employee did not possess such an unrestricted 
right, as in the case of the ordinary joint and survivor annuity, in- 
cludibility would have turned on (1) whether the employee could be 
considered at any time to have ‘‘transferred’’ the interest repre- 


is misleading as to its scope. The language of the subsection, extending the exclusion to 
**the value of an annuity or other payment’’ is broader than the inclusionary provisions 
of subsections (a) and (b), although both the Finance and the Ways and Means Com- 
mittees apparently failed to realize this fact. See H.R. Rep. No. 1337, 83d Cong., 2d Sess. 
A316 (1954); S. Rep. No. 1622, supra note 73, at 472. The final Regulations, however, 
recognize the inevitability of a more extensive application for subsection (c) under the 
clear language of the statute. In fact, it would seem that the Regulations allow a death 
benefit from a qualified source to be excluded in its entirety even though it contains an 
element of life insurance. Reg. Sec. 20.2039-2(b), in particular Example (3), (1958). 

86 T.R.C. § 811(f)(2) (1939). The statement in the text assumes that the right was 
created after October 21, 1942. References to the Internal Revenue Code of 1939 herein- 
after are, unless otherwise indicated, to its provisions in effect immediately prior to its 
repeal. See also Eugene F. Saxton, 12 T.C. 569, 574 (1949) ; G.C.M. 27242, 1952-1 Cum. 
But. 160; cf. Adeline §. Davis, 27 T.C. 378, 379 (1956) ; Hanner v. Glenn, 111 F.Supp. 
52 (W.D. Ky. 1953), aff’d, 212 F.2d 483 (6th Cir. 1954). A typical example of such a right 
would be the right of an employee to designate the recipient of any payments due on his 
death under an annuity with a specified number of periodic payments guaranteed. 
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sented by the death benefits, and (2) if so, whether the interest could 
fairly be called an ‘‘interest in property’’ at the time it was trans- 
ferred.** Where an employee possessed the right to designate the 
beneficiary, as by the exercise of an option to elect a joint and sur- 
vivor annuity, and had acted affirmatively to make such a designa- 
tion, the Service took the firm position that such action constituted 
the necessary transfer.** And the Tax Court, though not without 
considerable internal disagreement, supported the position of the 
Service.*® The other federal courts were, however, considerably less 
willing to accept the contention.” 

Moreover, in the case of those plans which gave the employee no 
right explicitly to designate his beneficiary, the courts were uni- 
formly unwilling to accept the argument of the Service that the em- 
ployee by commencing or continuing in employment effected the 
necessary transfer of any right to death benefits provided under a 
plan by which he was covered.™ 

Finally, even when the Tax Court was willing to find that a trans- 
fer had been made, it was prone to refuse inclusion on the ground 
that the transfer was of less than a property interest, where it was 
made at a time when the employee had no vested interest in any of 
his benefits, since he had not yet fulfilled the service requirements 
for retirement, or when the employee’s pension rights, though 
vested, were subject to forfeiture upon contingencies such as bank- 
ruptey.®* 

Thus, before a death benefit could be included under the 1939 
Code in an employee’s gross estate, the Service had to surmount two 
formidable obstacles. All of this has been rather drastically changed 
by the 1954 Code. Under section 2039(a), the benefits are now in- 
cludible if they are made ‘‘under any form of contract or agree- 
ment’’ under which ‘‘an annuity or other payment was payable to 


87 I.R.C. § 811(c) (3) (1939). The statement in the text assumes that the transfer was 
made after October 7, 1949. 

88 Rev. Rul. 158, 1953-2 Cum. Buu. 259. 

89 Adeline S. Davis, supra note 86; Frederick J. Twogood, 15 T.C. 989 (1950); Wil- 
liam J. Higgs, 12 T.C. 280 (1949) (four judges dissenting as to whether exercise of option 
constituted a transfer). 

90 Hanner v. Glenn, supra note 86; Dimock v. Corwin, 19 F.Supp. 56 (E.D. N.Y. 1937), 
aff’d on another issue, 99 F.2d 799 (2d Cir. 1938). Cf. Comm’r v. Twogood, 194 F.2d 627 
(2d Cir. 1952) ; Higgs v. Comm’r, 184 F.2d 427 (3d Cir. 1950). 

91 William S, Miller, 14 T.C. 657 (1950) ; Eugene F. Saxton, supra note 86 (no transfer 
effected by means of services rendered even though decedent possessed but failed to exer- 
cise power to designate or change his presumptive beneficiaries) ; cf. Paul G. Leoni, 7 TCM 
759 (1948). 

92 M. Hadden Howell, 15 T.C. 224 (1950) ; cf. Emil A. Stake, 11 T.C. 817 (1948), 

98 William 8. Miller, supra note 91; cf. Eli L. Garber, 17 TCM 646 (1958). 
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the decedent, or the decedent possessed the right to receive such an- 
nuity or payment, either alone or in conjunction with another for 
his life or for any period not ascertainable without reference to his 
death or for any period which does not in fact end before his death.’’ 
Under this language, the employee’s right to designate his bene- 
ficiary becomes immaterial to includibility,* as does the enforcea- 
bility of his own or the designated beneficiary’s payments if the 
‘twas payable’”’ language of the statute applies.” Even if includi- 
bility turns on the ‘‘right to receive payment’’ alternative, the Reg- 
ulations take the position that such a right exists if the employee has 
complied with all of his obligations up to the time of his death.** The 
sole exceptions to inclusion under section 2039 appear to be death 
benefits unrelated to any payment received or receivable by the em- 
ployee himself,” life insurance proceeds,”* and payments pursuant 
to a qualified plan. 

In comparing the present estate tax treatment of employee death 
benefits with that previously in effect, one must also take into ac- 
count the effect which inclusion in the gross estate has upon the in- 
come tax liability of the employee’s beneficiary. when the latter re- 
ceives payment. Here the 1954 Code has made an important change 
as to probably the most significant type of death payment, the sur- 
vivor’s benefit under a joint and survivor annuity. Previously, if 
the value of such a benefit was held taxable in the employee’s gross 
estate, despite the obstacles to inclusion mentioned above, the sur- 
vivor was entitled to take such value as his basis, and hence con- 
sideration paid, in computing the portion of his annuity payments 
excludible from gross income.” The 1954 Code deleted this provision 
and substituted for it a considerably less liberal treatment.’ The 
survivor is now allowed only a deduction from gross income equal to 


94 See Reg. Sec. 20.2039-1(b) (2) Example (2) (1958). 

95 Reg. Sec. 20.2039-1(b) (1) (1958). 

96 Ibid. 

97 For example, a benefit consisting solely of a lump sum payable to the employee’s desig- 
nated beneficiary. Cf. Reg. Sec. 20.2039-1(b) (2) Examples (1), (5), and (6) (1958). 
The status of such a benefit is far from clear. See Reg. Sec. 20.2039-1(a) (1958). Inclu- 
sion in the gross estate might be required under section 2041 (1954) or, if the Tax Court’s 
reasoning under the 1939 Code were followed, under section 2037 (1954). 

98 Reg. Sec. 20.2039-1(d) (1958). 

99 I.R.C. §§ 22(b)(2)(C) and 113 (a)(5) (1939). These provisions were added to the 
Code by section 303 of the Revenue Act of 1951, 65 Star. 483, and hence were in effect for 
only three years. 

100 §, Rep. No. 1622, supra note 73, at 172; 3 RABKIN AND JOHNSON, FEDERAL INCOME, 
Girt anp EstarTe Taxation 6342 (1957), 
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that portion of the estate tax paid on the annuity which is attribut- 
able to the income element therein.’ 

If one restricts his consideration to the joint and survivor annuity 
and takes into account both the possibilities of excluding the sur- 
vivor’s benefit from the employee’s gross estate and the exclusion 
from income for any survivor annuity values, if they nevertheless 
proved subject to estate tax, which were available under the 1939 
Code, it is hard to say that the present estate tax exclusion under 
section 2039(c), coupled with the income tax treatment of the sur- 
vivor now prescribed by sections 72 and 691, represents an appre- 
ciably more favorable tax treatment than that which formerly pre- 
vailed. Which of the treatments was actually more advantageous in 
a given case would turn, of course, on the relative tax brackets of the 
estate and the annuitant involved. 

In the case of death benefits other than a survivor’s annuity, the 
new treatment under qualification is unquestionably more favorable 
than that previously afforded or than now afforded non-qualified 
benefits. Here the comparison is between the certain exclusion of 
section 2039(c) and the arguments for excludibility available to the 
taxpayer, formerly formidable but now quite tenuous under section 
2039(a). Even here, however, the estate tax difference is mitigated 
by the fact that the benefit once subjected to the estate tax fares 
more favorably income-tax-wise in the hands of the recipient under 
section 691(c), as it did under section 126(c) of the 1939 Code. In 
any event, however, the state of uncertainty and conflict which for- 
merly existed as to the includibility of death benefits in the em- 
ployee’s estate was thoroughly undesirable and required resolution. 
The amelioration which section 2039 promises to bring out, even 
though by means of considerable discrimination in favor of qualified 
plans, is most welcome.’ 


101 I.R.C. § 691(d) (1954). The treatment of death benefits other than a survivor’s 
annuity is unaffected in this respect by the new Code. If such payments are taxable to 
the recipient as income in respect of the decedent, they are, as formerly, entitled, to the 
extent included in the decedent’s gross estate, to a deduction for the portion of the estate 
tax attributable to such income value. I.R.C. § 691(c) (1954); L.R.C. § 126(c) (1939). 

102 There exists a further argument in favor of making the estate tax exclusion avail- 
able for death benefits from a qualified plan: by paying such benefits in this manner the 
employer effectively precludes any argument by the recipient that they are not includible 
in his income since they were intended by the employer to constitute gifts rather than 
additional compensation for the deceased employee’s services. Compare Rodner v. United 
States, 149 F.Supp. 233 (S.D. N.Y. 1957), with Bounds v. United States, 157 F.Supp. 
228 (D.Md. 1957) (payment to widow expressly designated by employer’s resolution as 
additional compensation for deceased employee’s services). See TIR No. 87, Aug. 25, 
1958, CCH PENSION PLAN GUIDE { 16,219. . 
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Even if one accepts the general desirability of the section 2039(c) 
exclusion, one may still question the apparent willingness of the 
Service to extend its scope to include those proceeds of a retirement 
income, endowment, or other insurance contract which represent life 
insurance proceeds.’ Carrying the exclusion this far seems at vari- 
ance with its evident purpose of eliminating the double incidence of 
both income and estate tax on the same death payments, for such 
proceeds escape income tax under section 101(a). The interpreta- 
tion is also counter to the analysis which has been made of the pro- 
ceeds of such a contract under the income tax, where the Service 
distinguishes between the cash value of the contract immediately be- 
fore death and any excess of the death proceeds over such value and 
holds that only the excess constitutes life insurance entitled to the 
exclusion of section 101(a).1™ 

In the Proposed Regulations under section 2039 the Service origi- 
nally took the position that if the death benefit payable under a qual- 
ified plan’s contract exceeded its cash value by any amount, then all 
of such proceeds constituted life insurance and none of the benefit 
qualified for the section 2039(c) exclusion.*% The complete about- 
face presented in the final Regulations indicates that despite the ap- 
parent understanding of the Finance and Ways and Means Com- 
mittees,’ the Service does not consider the statutory language of 
the estate tax to allow any breakdown of the proceeds similar to that 
which it has made under section 402(a). Under the circumstances, 
legislative modification of section 2039(c) is indicated to limit the 
exclusion to the portion of any payment on which the recipient will 
be liable for income tax. 

Gift Tax. Section 2517, newly added by the Technical Amend- 
ments Act of 1958,’ provides that an employee (or former em- 
ployee), in exercising an election or option to designate a bene- 
ficiary entitled to survivor benefits, does not make a transfer subject 
to the gift tax, provided the benefits are to be payable from a quali- 
fied plan. The purpose of this new provision, as explained by the 
Senate Finance Committee,’ is to correlate the gift and estate 


108 See note 85 supra. 

104 Reg. Sec. 1.402(a)-1(a) (4) (1956). The cash value portion of the proceeds is tax- 
able to the recipient under sections 402(a) and 101(b) (1954). 

105 Proposed Reg. Secs. 20.2039-2(a) and 20.2039-1(d) (1956), 21 Fen. REG. 7878, 7877 
(1956). 

106 H.R. Rep. No. 1337, supra note 85, at A316 (‘‘This section [2039] does not, how- 
ever, apply to insurance under policies on the life of the decedent to which section 2042 
is applicable.’’) ; 8. Rep. No. 1622, supra note 73, at 472. 

107 Pub. L. 866, 85th Cong., 2d Sess. § 68 (Sept. 2, 1958). 

108 §, Rep. No. 1983, 85th Cong., 2d Sess. 92 (1958). 
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taxes ; if and to the extent that the ultimate receipt of the benefits is 
to be exempt under section 2039(c), there is no reason to tax the 
right to receive them when it is created. Hence, the case for the new 
provision seems to turn on the merits of the case for the exclusion 
under section 2039(c), just discussed. In addition, section 2057 has, 
like section 2039(c), the advantage of adding certainty to a pre- 
viously clouded area. 


Income Tax EXEMPTION FOR THE HaRninGs oF A Trust UNDERA 
QUALIFIED PLAN 


The third area in which qualification entails special tax treatment 
is, as mentioned, in the exemption of the income of a trust under a 
qualified plan pursuant to section 501(a).2% While we are dealing 
here with a provision which unquestionably confers a distinct tax 
advantage, the question which must be answered in weighing its de- 
sirability is whether such treatment is not unavoidable once the de- 
cision is made to permit a postponement of the incidence of tax upon 
the employee-participants. Two alternatives to the present exemp- 
tion for a plan’s trust fund earnings exist: (1) the injection into 
our income tax system of a further element of double taxation, and 
(2) a system for giving employee-participants credit in connection 
with amounts distributed for any taxes previously paid by the trust 
on the earnings component of such distribution. 

Imposition of an additional tax, with no compensating credit, 
upon qualified trust funds cannot, it is true, be rejected out of hand. 
A measure of double taxation is, of course, the situation effectively 
prevailing with those retirement benefits which are funded under 
contracts with life insurance companies, since such companies enjoy 
no exemption for earnings on the portion of their reserves attribut- 
able to qualified retirement benefits.”° But if such an additional tax 


109 Qualification is not the only avenue under the Code to exemption for the earnings 
on contributions made to fund employee benefits. Trusts established to fund other types 
of fringe benefits, such as those under the auto industry’s supplemental unemployment 
benefit plans, have been held exempt as part of a ‘‘ voluntary employees’ beneficiary asso- 
ciation’’ under section 501(c) (9). Rev. Rul. 58-442, 1958 Int. Rev. Buu. No. 36, at 8. 
The significance of this exemption for the fund’s earnings is limited, however, by the re- 
striction that such earnings cannot in any given year exceed 15 per cent of the fund’s gross 
revenues; the other 85 per cent must consist of current employer and/or employee contribu- 
tions. 

110 Such earnings are taxed at the same rate as that applicable to a life insurance com- 
pany’s other life insurance taxable income. The discrimination in the tax treatment of 
earnings which presently exists between trusteed and insured retirement funds has, of 
course, been the subject of repeated protests on the part of the insurance companies. See 
MoGit, FUNDAMENTALS OF PRIVATE PENSIONS 173 (1955). 








316 TAX LAW REVIEW [Vol. 14: 


is more than a theoretical possibility, it would nonetheless require 
a resolute advocate of higher tax levies to recommend it in the face 
of the unrelenting pressure of the past several decades for the miti- 
gation of such double taxation as our system now imposes and of the 
steadily increasing recognition which such pressure has recently 
received.’ The least that can be said is that such an additional tax 
could only be recommended on the basis of a showing of pressing 
need for the additional revenues which would result. And despite 
the rapid rate at which the aggregate assets of private trusteed 
pension funds have burgeoned in the past few years, the revenue loss 
resulting from the exemption of their earnings cannot at present 
be considered a serious one in the over-all federal fiscal picture.’” 
It may also be noted that few of the historic, legal, social, or eco- 
nomic arguments in favor of a separate corporation income tax ** 
would seem applicable to a separate, additional tax on the income of 
retirement trusts. Advocates of progressive taxation can, for ex- 
ample, make a strong case for the former as introducing an extra 
element of progression in our over-all tax system on account of the 
highly disproportionate concentration of stockholdings and divi- 
dend receipts in high-income groups; ™* present non-discrimination 
requirements preclude any comparable effect for a tax on deferred 
compensation trusts. The argument in favor of a separate corporate 
tax as one levied in return for the privilege of carrying on business 
in a manner essential to the realization of profits on present day 
scales *° is likewise inapplicable. The same is largely true of the 
argument in favor of the corporation tax on account of its peculiarly 


111 £.g., Pub. L. 866, supra note 107, § 64 (adding sections 1371 through 1377 to the 
1954 Code) ; I.R.C. §§ 34 and 116 (1954). 

112 No statistics are available as to the aggregate annual earnings of the trusts of quali- 
fied plans. Letter from E. J. Engquist to the writer, supra note 74. The latest survey of the 
Securities and Exchange Commission estimated that at the close of 1957 the assets of the 
pension trust funds of the country’s private corporations aggregated $19.3 billion, and 
that their earnings and profits for the year totalled $703 million; for 1956 the correspond- 
ing figures were $16.5 billion and $626 million. SEC Statistical Series Release No. 1533 
(1958). It is not believed that the trusts of non-qualified plans contribute to these totals 
to any significant extent. If taxed at 7.8 per cent, the approximate effective rate in 1957 
for a life insurance company’s investment income allocable to its life insurance reserves, 
these earnings would have yielded additional revenues of $54,800,000 and $48,800,000, 
respectively. 

118 See, in general, GoopE, THE CoRPORATION INCOME Tax 24-30, 32-43, 75-97, 203-217 
(1951). 

114 Jd, at 75-97. 

115 See Flint v. Stone Tracy Co., 220 U.S, 107, 151, 161 (1911) ; cf. Morrissey v. Comm’r, 
296 U.S. 344, 356-361 (1935). 
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counter-cyclical, stabilizing effect on the economy ™* or of its ten- 
dency to encourage consumption as against investment.™” 

As an alternative to the current exemption for trust earnings or 
to taxing the trust on such earnings, with nothing more, a tax on the 
trust coupled with a subsequent credit to the distributees is virtually 
precluded by its administrative complexity. Of course, any attempt 
to obtain an accurate correlation between the benefits paid each in- 
dividual and the earnings of the trust and taxes paid thereon during 
the period his benefits were funded would be an administrative im- 
possibility, in view of the variation in participants’ age, sex, period 
of service, compensation records, and the like, which would have to 
be taken into account.""* When one considers that the additional tax 
revenue to be obtained would in this case be only that accruing from 
advancing the time at which tax is imposed, it becomes highly doubt- 
ful whether even a system employing rough and ready approxima- 
tion yet doing reasonable equity could be worked out which would be 
worth the trouble of administration.” 

If the case for maintaining the present exemption on the earnings 
of qualified trusts seems to prevail by default, that does not mean 
that the operation of such trusts should be disregarded by the tax 
laws. The privilege now granted to them of accumulating their earn- 
ings free of tax, with the increased economic power which this con- 
centrates in their hands,’ makes it entirely appropriate that the 
exercise of the privilege be regulated in the interest of the over-all 
economy. 

The question of the general shape which such regulation should 
take is beyond the scope of this article. It may be pointed out, how- 
ever, that the area in which legislative concern with the operation of 
retirement trusts has manifested itself to date is almost exclusively 
that of insuring that their funds are so invested as to maximize the 
likelihood that they will suffice to meet their scheduled benefit pay- 


116 GOODE, op. cit. supra note 113, at 213. 

117 Id, at 207-213. 

118 Cf, Roppins, Impact oF TAXES ON INDUSTRIAL PENSION PLANS 31, 53 (1949). 

119 An instructive comparison is afforded by the complexity of the present system for 
granting beneficiaries a credit for any taxes previously paid on amounts taxable as accumu- 
lation distributions from a private complex trust under sections 665 through 668 of the 
1954 Code. These provisions wisely exclude annual distributions of $2,000 or less from 
their operation; the great majority of qualified pension payments are not appreciably in 
excess of that figure. 

120 See State oF NEw YorK INSURANCE DEPARTMENT, PRIVATE EMPLOYEE BENEFIT 
Pians—A Pusuic Trust 58-60 (1956) ; Neenan, Pension Funds and the Equity Market, 
7 Las. LJ. 552 (1956). 
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ments. Such legislation as has been enacted or proposed to date has 
been aimed at preventing funds from finding their way into any sit- 
uation except one in which their investment is certain to inure to the 
exclusive benefit of the participants in the immediate plan, partic- 
ularly to insure against the employer’s deriving undue advantage 
from utilizing the funds,™ and at requiring a full disclosure by the 
plan’s administrators of their investment activities and expenses 
incidental thereto.’” 

There is no question that the present objectives of legislative con- 
cern are the ones most urgently requiring attention today and will 
in fact probably always remain the aspect of retirement fund invest- 
ment as to which government regulation is most essential. On 
the other hand, economists and experts in corporate finance have 
pointed out that with the resources at the disposal of pension funds 
coming to constitute an increasingly substantial portion of the 
country’s available investment capital,’** increasing attention must 
be devoted to chanelling the investment of these funds into projects 
best calculated to increase the country’s over-all industrial pro- 
ductivity if our future economy is to be able to supply the benefits 
for which they have been contributed without sacrifice on the part 
of those who are then actively employed.’* The mere availability of 
these funds in the capital market or their investment in obligations 
offering maximum security of return is by no means a guaranty of 
this problem’s solution. In fact, it has been suggested that the prin- 
cipal effect of the growth of private companies’ retirement funds 
may be to divert the flow of savings from the risk capital to the safe 
capital market in a manner inimical to the increase of over-all pro- 


121 F.g., I.R.C. § 503 (1954) ; cf. Stare or New York INSURANCE DEPARTMENT, Op. cit. 
supra note 120, at 128. . 

122 #.g., Pub. L. 836, 85th Cong., 2d Sess. (Aug. 28, 1958) (Welfare and Pension Plans 
Disclosure Act) ; cf. N. Y. Banxina Law §§ 60-75; N. Y. Insurance Law §§ 37-37-p. 

123 The percentage of total new capital raised through new issues of corporate securities, 
both debt and equity, which was contributed by the purchases of trusteed retirement plans 
increased steadily from 1951 to 1954, when their net purchases of $1.8 billion financed 
about 29 per cent of such new issues, including about 27 per cent of the common stock and 
29 per cent of the bonds and notes, SECURITIES AND EXCHANGE COMMISSION, SURVEY OF 
CorPORATE PENSION Funps, 1951-1954, 18-20, 37-38 (1956). The significance of retire- 
ment plan reserves is further heightened by the increasing share they represent of the new 
capital made available by life insurance companies; their portion of this total rose from 
27 per cent in 1951 and 29 per cent in 1955 to over 35 per cent in 1957. See INSTITUTE OF 
Lirz INSURANCE, 1958 Lire INsuRANCE Fact Book 38, 61; NationaL BurEAU oF Eco- 
NOMIC RESEARCH, SUGGESTIONS FOR RESEARCH IN THE ECONOMICS OF PENSIONS 34 (1957). 

124 See Dean, Accounting for the Cost of Pensions, Harv. Bus. Rev. 102, 117-122 
(Sept. 1950) ; cf. DEARING, INDUSTRIAL PENSIONS 176-214 (1954) (questions whether na- 
tion’s growing pension funds, taken in conjunction with new money savings from other 
sources, will be able to find productive investment outlets). 
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ductivity, and that this is particularly true of the effect of pension 
plan commitments in impairing the ability of business to finance ex- 
pansion through retained earnings.” 

Striking a balance between the needs of the employer, on the one 
hand, to retain or have available sufficient of his earnings to operate 
and expand his business as he must, if he is to meet his pension plan 
commitments, and the competing needs of the pension trust, on the 
other, to avoid placing its assets and operation excessively at the 
hazards of the employer’s business is a problem in adjustment of 
interests with which the law is by no means unfamiliar. It must be 
noted, however, that the regulatory authorities seem, in the rules 
they have laid down attempting to strike this balance to date, to have 
evinced little appreciation of the competing interests involved. 

A good illustration of this failure arose in connection with the 
prohibition in section 503(c)(1), prior to its amendment by the 
Technical Amendments Act of 1958,'** against a retirement trust’s 
making any loan to the employer without the receipt of ‘‘adequate 
security.’’ The Service’s interpretation of this prevision as unquali- 
fiedly precluding any investment in the employer’s debentures *** 
was incongruous, as was strenuously pointed out,’** in that no pro- 
hibition existed against such a trust’s purchasing the employer’s 
common or preferred stock; and from the trust’s point of view the 
debentures represented an investment which was certainly safer 
and less vulnerable to employer abuse, whether or not it was more 
desirable, all things considered. It is questionable whether the pro- 
posed reading by the Service of section 503(c)(1), whereby the 
employer’s net worth and general credit could not under any cir- 
cumstances constitute ‘‘adequate security,’’ was justified by the 
provision’s legislative history.’*® In any event, legislative clarifica- 
tion of the situation was essential and was rendered inevitable by 
the considerable volume of employer debentures which had been 
purchased by qualified trusts prior to the announcement by the 


125 See Walter, Some Implications of Private Pension Funds, 22 So. Econ. J. 230, 238- 
242 (1955) ; cf. Dean, Accounting for the Cost of Pensions—A Lien on Production, Harv. 
Bus. Rev. 25, 40 (July, 1950); Stare or New York INSURANCE DEPARTMENT, op. cit. 
supra note 120, at 60. 

126 Pub. L. 866, supra note 107 § 30. 

127 Reg. Sec. 1.503(¢)—1(b) and (ec) Example (1) (1958). 

128 See, e.g., the statements of Robert C. Tyson and Wallis B. Dunckel at the Hearings 
on Technical Amendments to the Internal Revenue Code Before a Subcommittee of the 
Committee on Ways and Means, 84th Cong., 2d Sess. 161, 360 (1956) ; cf. S. Rep. No. 1983, 
85th Cong., 2d Sess. 52 (1958). 

129 See 8. Rep. No. 2375, 81st Cong., 2d Sess. 37 (1950), 1950-2 Cum. Buu. 510: ‘‘No 
objection is seen to engaging in transactions with donors if these transactions are carried 
out at arm’s length.’’ 
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Service of its proposed interpretation.” The 1958 legislation, in 
permitting investment in employer debentures under carefully lim- 
ited circumstances, should largely resolve the dilemma with which 
these trusts were confronted.*** 

Another illustration of this same apparent lack of appreciation, 
of far less immediate importance but equally indicative of an aware- 
ness solely of the interests of the employees’ trust, is a recent ruling 
by the Service that a new corporation’s employees stock bonus plan 
might qualify if the District Director is ‘‘satisfied that the value 
placed upon the stock is the fair market value and the income there- 
from is a fair return.’’ **? In a stock bonus plan which does not pur- 
port to make available any definite, predetermined scale of benefits 
which contributions must be invested to meet, no reason appears 
why the corporation should be obligated to set any particular divi- 
dend rate on its stock in order that its plan may qualify. The stock’s 
dividend yield should, of course, be one of the factors—one among a 
number of others—in assessing its fair market value, which in turn 
should control the amount of the employer’s deduction for the stock, 
if contributed, or the permissible terms of any proposed purchase 
by the trust. But it is submitted that no basis for setting up the rate 
of return on the stock as a separate qualification criterion, independ- 


180 See Hearings, supra note 128, 

181 Even with this relaxation, a question may be raised as to the desirability in section 
503 of the 1954 Code of any restrictions on the purchase of employer debt securities in the 
absence of similar restraints on purchases of employer equities, in view of the apprehen- 
sions that have sometimes been expressed that the investment of employee retirement 
plan funds in the employer’s own stock may eventually have an unhealthy effect of con- 
centrating voting control, with its possibilities of self-perpetuation, in management. The 
most recent statistical data indicate, however, that to date this trend has not been a sig- 
nificant one. Of the $321 million of company stock held by 695 trusteed plans surveyed 
by the SEC in 1954, almost 85 per cent was held by the Savings and Profit Sharing 
Pension Fund of Sears, Roebuck & Co. The remainder was distributed among 119 funds, 
or 17 per cent of those surveyed, with 13 per cent of the funds, including Sears, account- 
ing for 95 per cent of the total. SECURITIES AND EXCHANGE COMMISSION, op. cit. supra 
note 123, at 13. The New York State Banking Department’s 1954 survey of 1,024 pension 
funds with total assets of almost five billion dollars showed only 44 of them holding 
their employer’s common stock, in an aggregate amount of only $9,261,000. Mooney, 
PENSION AND OTHER EMPLOYEE WELFARE PLANS (PRELIMINARY REPORT) xiv, xvi, 29 
(1955). The amount of company stock owned by retirement funds has not increased sig- 
nificantly since 1954, See SEC Statistical Series Release No, 1533, Table 1 (1958). In the 
case of profit-sharing, as distinguished from pension plans, a more pronounced concentra- 
tion of investment in employer equities appears, as might be expected, to have taken place. 
See JEHRING, THE INVESTMENT AND ADMINISTRATION OF Profit SHARING TRUST FuNDS 
14, 26, 40, 58, 71, 82 (1957). Purchases of employer stock by the trust of any qualified 
plan are not, of course, unrestricted. They are subject to the ‘‘ exclusive benefit’’ require- 
ment of section 401(a). See Rev. Rul. 57-163, Part 2(k), 1957-1 Cum. Bunu. 135-137. 

182 Rey, Rul. 57-372, 1957-2 Cum. BULL. 256; emphasis added. 











Se DQ 


—  _ Vee ' 








1959] TAXATION OF DEFERRED COMPENSATION ARRANGEMENTS 321 


ent of fair market value, exists. The implications of the Ruling to an 
employer for whom it was essential to finance through retained 
earnings to the greatest extent possible could be serious. 


ConcLusIon 


The elaborate complex of special tax provisions that now stem 
from the common requirement of qualification under section 401(a) 
would benefit from a measure of disentanglement as well as from 
considerable pruning. 

Those elements of qualification which are to remain as a condition 
to deductibility should be separately stated and should be limited to 
those aspects helping to insure that contributions conform to the 
ordinary and necessary standard applicable to other business ex- 
penditures. 

The present provisions for the taxation of participants permitting 
them to postpone payment of income tax until benefits are paid or 
made available should be continued; no justification exists, however, 
for continuing to permit payments satisfying the present lump-sum 
distribution requirements to be taxed as capital gains or to avoid 
any tax on portions of such distributions representing appreciation. 

The continued exclusion under the estate tax of qualified pay- 
ments made to an employee’s beneficiaries also seems desirable as a 
solution in part to the conflict and uncertainty previously prevailing 
in this area. Action is called for, however, to correlate more per- 
fectly the exclusion of such payments with their treatment under the 
income tax, so that the exemption is limited to the portion of such 
payments subject to tax under the latter. 

Finally, it seems desirable to continue the exemption for earnings 
upon trust fund assets, once again in good part for pragmatic rea- 
sons. Close attention must be paid, however, to the implications of 
this favored tax treatment upon the increasingly important role of 
such funds in the investment capital market. 
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